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Depreciation 


By Eugene L. Grant and Paul T. Norton, 


Ir. THE RONALD Press Company, New 
York, N. Y., 1949. Pages: xii + 472; 
$5.00. 


It may be said, without fear of contradic- 
tion, that depreciation is one of the most 
talked about and written about subjects and, 
at the same time, one of the least understood. 
This applies with particular force to account- 
ants, since a real conception of the function 
of depreciation involves both engineering and 
statistical sciences. Understandably enough, 
these are all too often slighted in the ac- 
counting curriculum. The result is a kind of 
superficial knowledge of the subject, especial- 
ly its implications trom the viewpoint of in- 
come taxation. This is unfortunate, since it 
seems conceded that tax accounting and ortho- 
dox accounting theory have more or less 
parted company some time back. That de- 
preciation accounting in practice is largely 
influenced by tax considerations is undeniable. 
In fact, the book under review devotes a 
large portion of its contents to a presentation 
of the accounting and tax treatments of de 
preciation. 

With the passage of the 1913 income tax 


act, business men generally began to look 
around for ig 2 of lowering their tax 
liability. While before this time, they were 


apt to sneer at deprec ciation as something for 
college professors to argue over, now they 
welcomed the idea and had to be restrained 
by their accountants from overdoing it. In 
self defense, the government engineers and 
statisticians studied the problem and, in due 
time, there were issued the now familiar 
T.D. 4422, Mimeograph 4170, and Bulletin F, 
bringing in their wake all the problems with 
which accountants, lawyers, and engineers 
are now struggling. Perhaps it is unfair to 
charge these documents with being the source 
of all evil but, for better or worse, the 
problem is with us. Anyone who lays any 
claim to expertness in this field is bound, 
therefore, to study and keep on studying this 
fascinating subject. 

The authors have divided the book into 
four parts. The first part covers the funda- 
mentals by inquiring into the precise meaning 
or meanings of depreciation. The value of 
this section lies in the fact that much material 
bearing on the meaning of depreciation is 
brought together in condensed form from 
different sources, notably Bonbright. Another 
chapter in this first part, written in non- 
technical language, deals more specifically 
with the reasons for property retirements. 
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Part II, the largest portion of the book, 
deals with the accounting and tax treatments 
of depreciation. Bearing in mind the mixed 
reading audience of the book, the authors 
have introduced some élementary accounting 
technique to explain to laymen, engineers, and 
lawyers the manner of booking depreciation. 
Particularly, they have labored the prepaid 
expense theory. But that is not important. 
The really important thing that emerges is a 
defense of cost as a basis for depreciation 
accounting. This is all to the good and should 
be welcomed by the accounting fraternity as 
a further strengthening of its position. 

The major portion of Part II deals with 
the statistical approach to depreciation, so far 
as it relates to the estimated service life of 
the fixed assets, when studied as organic 
entities, rather than as individual units. For, 
as the authors point out, income tax account- 
ing is moving in the direction of group depre- 
ciation accounting. 

A separate chapter takes up the matter of 
unit depreciation accounting on a straight 
line basis. The chief difference between unit 
and group depreciation lies in the fact that 
in the former each asset at all times has a 
book value, making loss or gain on its sale 
or disposition determinable. Under the group 
method, the individual assets have no hook 
value, only the group; and since the life of 
the group is the estimated average life, the 
loss in book value due to early retirements 
is presumably offset by the gain from retire- 
ments subsequent to the average life expect- 
ancy. It may be that this is the underlving 
reason for the Treasury Department’s ruling 
that unrecovered cost on retirement of an 
asset must be capitalized as part of the cost 
of the new asset. 

Part IT also concerns itself with demon- 
strating the straight line method, both for the 
group and unit plans. In addition, it sets 
forth the property records which are essen- 
tial in any scheme of keeping track of fixed 
assets. Depreciation methods, other than the 
straight line, are merely lumped in a single 
chapter and disposed of quite briefly. Most 
of these other methods are very little used 
in practice, and it is therefore not worthwhile 
to spend much time on them. 


Part III concerns itself with specific prob- 
lems relating to depreciation accounting. 
These fall, roughly, into two classes: (1) 
engineering studies in connection with the 
acquisition and retirement of fixed assets, and 
(2) studies concerned with arriving at a de- 
cision where it is a choice of selecting one 

(Continued on page 71) 
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Book Reviews 
(Continued from page 68) 


alternative as against another. This brings 
up suc oh pr lems as the comparative merits 
of continuing old assets in use as against re- 
placing them with new ones, presum: ibly more 
eficient than the old. This section of the 
book alsc into the question, so hotly 
debated during the past two years, of the 
problems created by price level changes. 
Valoreusite. the discussion is somewhat 
abridged; in fact, it is merely touched upon. 
A great deal more could have been said in 
this connection. 

[V sets forth the conclusions ot the 
from the point of view 


goes 


Part 
authors, particularly 


it the general publi ic. Their recommenda- 
tions may, in part, be summarized as follows: 
(1) They recommend the abandonment of 


the straight line method and the substitution 
of a methed which allows a more rapid wrtie- 
off in the early years. Unless such a method 
is followed, the authors feel that, “the con- 
tinued combination of high income tax rates 
and low allowable depreciation rates would 
exert a influence in the direction of 
technological stagnation.” 

(2) Accordingly, the authors propose vari- 
ous methods for ‘accomplishing this aim in 
the form of three possible methods of de- 
preciation, which would be standardized, and 
standard rates for each class of assets made 
available for all taxpayers. Such rates would 
be based on average industry-wide experience. 
Particularly, the authors also recommend 
that, at least for the time being, the conven- 
tional depreciation base of cost be continued, 
but that Section 102 of the Code be liberalized 
to give recognition to the overstatement of 
profits that results from the use of the cost 
base for depreciation following a substantial 
rise in price levels. 

All of this simply means that the last word 
has not yet been written on depreciation; that 
after the basic consider ations have been set 
forth, there remains a large area of the sub- 
ject, which can be considered more or less 
controversial, since it involves engineering, 
accounting, legal, political, and social con- 
siderations. 


strong 
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By gi Amory, Jr. THE FouNDATION 

Press, Inc, Brooklyn, N. Y., 1949, Pages: 

XXiil 781; $7.00. 

The area of business in which there is an 
overlapping of law and accounting has be- 
come so large and important that the lawyer 
of today should have a substantial amount of 
training in accounting. The law schools have 

(Continued on page 72) 
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Book Reviews 
(Continued from page 71) 


been somewhat slow in recognizing this fact, 
and they have experienced considerable diffi- 
culty in developing appropriate courses. The 
case book here under review indicates the 
procedure adopted by one law school, and its 
author, Prof. Amory of Harvard University, 
has very skillfully developed his materials for 
that course. While certain criticisms may 
be made, it appears that the course and the 
case book may well be regarded as the best 
effort made up to date. 


In dealing with the problem, four basic 
difficulties are encountered. The first of these 
involves the question of how, and to what 
extent the law student is to deal with accoun- 
ing as such. Obviously the best solution here 
would be to require a course in accounting 
as a prerequisite. If this is impractical, the 
alternative which usually comes to mind is 
a relatively brief and condensed presentation, 
at the beginning, of double entry and gener- 
ally accepted accounting procedures. Prof. 
Amory adopts another alternative in which 
the student uses the case book as a supple- 
ment to a standard elementary accounting 
text (two of which are suggested and cross 
indexed with the cases). Having in mind 
the relatively brief time allotted to the course 
(see below), it is extremely difficult to see 
how the student can possibly cover this as- 
signment in the allotted time, which is wholly 
inadequate for the accounting text, to say 
nothing of the case book. It is to be feared, 
therefore, that Prof. Amory like many law- 
yers, has grossly underestimated the scope and 
complexity of accounting. It will be interest- 
ing to note, over a period of time, how this 
portion of the program works out. 


The second basic difficulty involves the 
questions of time and place. Prof. Amory in- 
dicates a second-year course of forty hours 
which, he suggests, may, if necessary, be re- 
duced to twenty-four hours. In passing judg- 
ment on the time allotment it should be 
pointed out that Prof. Amory realizes, quite 
soundly, that the course is no more than the 
foundation; that the exploration of the over- 
lapping field of law and accounting must be 
continued and developed in a variety of ad- 
vanced courses, such as public utilities, estates 
and trusts, corporations, taxation, etc. This 
idea is a very important contribution which 
leads naturally to the coordination of the basic 
course with many other courses in the cur- 
riculum. Despite all this, the time allotment 
for the basic course is inadequate; it should 
be at least sixty semester hours. If it be said 
that the law school cannot allot time to this 
extent, the answer is that other things, of 
distinctly less importance in this day and age, 
can be omitted. 
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The third basic difficulty is that of organi- 
zation and classiflcation. The natural tendency 
is to select established legal classifications 
and to present the cases and other materials 
under corresponding headings. Prof. Amory 
very wisely selects established accounting 
classifications as a basis for arrangement, and 
he presents his materials accordingly. In 
adopting this alternative he also makes a 
distinct contribution. 


The final basic difficulty is that of selecting 
the cases and other materials. Experience 
indicates here that certain types of cases lend 
themselves to treatment in this area much 
better than others. While Prof. Amory has 
omitted a number of very good cases, and 
included a few which are not satisfactory, his 
selection on the whole is extremely good. 
The use of the book over a period of time 
will undoubtedly lead to the addition of other 
cases (particularly current decisions) and 
the elimination cf cases found to be unsatis- 
factory. 

To summarize, Prof. Amory’s case book 
includes : 


(1) Two chapters on financial statements 
and accounting procedures (50 pages) 
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(2) A chapter of cases and other materials ——— 


on revenues (51 pages) 


(3) Five chapters on costs including in- 
ventory methods, cost of borrowed capital, 


long-term productive assets, and costs to be | 


incurred in the future (304 pages). 

(4) A chapter on extraordinary revenues 
and costs (103 pages) 

(5) A chapter on capital accounts, quasi- 
reorganizations and_ recapitalization (46 
pages ) 

(6) A chapter on consolidated statements 
(66 pages) 





(7) Two chapters on analysis of financial 
statements and cost accounting (110 pages). 


Despite any criticisms made herein, Prof. | 
Amory’s book is unquestionably an outstand- 
ing contribution. To this reviewer, who is | 
concerned with the converse of Prof. "Amory’s 
problem, i.e., the teaching of law to students 
of business in general, and students of ac- 
counting in particular, it is obvious that the 
book may used to great advantage by 
schools of business as well as schools of law. 


James L. Dour 
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Accounting Aspects of the Commercial 


Finance Company 


By S, LAWRENCE GOLDSTEIN, C.P.A. 


— commercial finance companies 
represent a vast potential source of 
liquid working capital, and yet a re- 
cent survey indicates that the general 
public is unfamiliar with their financial 
services and proper function, despite 
the fact that they now do a volume of 
approximately $2,500,000,000 annually. 
The importance to our present economy 
of this relatively new financial agency 
—both in its bookkeeping, accounting, 
tax and administrative aspects, and as 
a source of cash working capital to 
meet the financial problems of their 
clients—merits the interest of account- 
ants. It is the aim of this paper to pre- 
sent all concepts pertaining to the ac- 
counting phase of the commercial fi- 
nance industry without entangling the 
reader in a mass of “financing” verbi- 
age. 





S. LAWRENCE GOLDSTEIN, C.P.A., 
has been a member of our Society 
since 1944. He is a graduate of the 
School of Business and Civic Admin- 
istration of The City College of New 
York, with the degree of B.B.A. 

Mr. Goldstein was engaged in 
public accounting from 1938 to 1941. 
He then joined the accounting staff 
of Jones and Company, New York 
City, a commercial financing and 
factoring organization, and is now 
the head of their accounting and 
auditing department. 
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A commercial finance company is an 
organization engaged primarily in the 
business of making loans and advances 
to manufacturers and wholesalers which 
are secured by a pledge of accounts re- 
ceivable created by such borrowers in 
the ordinary course of business. In 
most cases the debtors of the borrower 
are not notified that their accounts have 
been pledged with a finance company, 
and the borrower is permitted to collect 
the proceeds of the assigned accounts 
as agent and trustee for the finance 
company. However, the borrower is 
required to turn over such collections 
to the finance company in the original 
form, as received. Furthermore, the 
borrower remains liable for the repay- 
ment of the loans and advances in any 
event, even though the accounts as- 
signed may prove uncollectible. 


An “old line factor’, on the other 
hand, purchases the accounts receivable 
of its clients without recourse, to the 
extent that it assumes the risk of loss 
in the event that the customers of its 
client fail to pay the accounts sold to 
the factor because of financial inability 
todo so. The client remains responsible 
for returns, merchandise disputes, etc. 
This vital difference between the opera- 
tions of the commercial finance com- 
pany and the “old line factor” should 
be reflected on the balance sheets of 
their respective clients in a manner 
which will be discussed later. The “old 
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line factor” notifies the account debtors 
that the accounts have been sold to it 
and collects directly from such debtors. 
The activities of the “old line factor” 
are largely confined to the textile indus- 
try, because the peculiarly acute credit 
problems of that industry make the risk- 
shifting feature of their service especi- 
ally desirable. On the other hand, the 
operations of the commercial finance 
companies are more widespread, ex- 
tending to practically all industries. 

In addition to making loans secured 
by the pledge of accounts receivable 
on a non-notification basis, commercial 
finance companies finance inventories 
upon the security of field or public 
warehouse receipts or factor’s liens 
covering the same. They also make 
chattel mortgage loans on income- 
producing machinery and equipment, 
and finance imports and exports and 
“drop shipments.” In short, the secret 
of the success of the commercial finance 
company is its flexibility and ability to 
custom-tailor its financial services to 
meet the particular requirements of its 
clients. Only one basic principle is ad- 
hered to—all loans must be secured by 
specific assets upon which the finance 
company has a lien, giving it rights 
superior to those of a general creditor. 

It is not possible within the limita- 
tions of this article to discuss in detail 
the historical development of the com- 
mercial finance company, its economic 
function, the operational techniques, 
and the security devices employed. For 
a highly interesting and exhaustive 
treatment of these subjects, the reader 
might consult the book entitled Finance 
Companies and Factors,* which is the 
only complete text on the subject. I 
shall limit my discussion to the account- 
ing phases of the industry. 





Typical Organizational Pattern 
Although, in many cases, the over-all 

organizational set-up of commercial fi- 

nance companies may differ, the basic 


internal arrangement and control is 
fundamentally the same. The methods 
or techniques may vary, but the aims 
are identical. The typical pattern of 
accounting organization is as follows: 

The company’s executives, in addi- 
tion to their usual administrative duties, 
supervise the credit granting activities 
as well as the accounting and auditing 
functions. 

The credit manager is charged with 
the responsibility for approving all 
credits, whether in the form of open 
accounts or otherwise. 

The head bookkeeper has a dual 
function: (1) Upon the receipt of a 
client’s request for new credit, he con- 
trols the processing of the collateral 
security offered by the client. (2) Upon 
approval of the loan, he records the loan 
and accompanying collateral, and there- 
after supervises the bookkeeping in con- 
nection therewith. 

The head bookkeeper has the assist- 
ance of as many clerk teams of two 
persons, each, as are necessary (1) to 
check all of the collateral and support- 
ing documents tendered in support of 
a requested loan, and (2) to maintain 
and service all the bookkeeping and 
supplementary records maintained by 
the business. 

The accounting and auditing staff 
performs three separate and distinct 
roles: (1) It makes all initial investiga- 
tions, preparatory to the granting of 
new credit. (2) It conducts periodic 
audits of the books and records of the 
firm’s clients. (3) It performs internal 
audits of the firms own books and 
records. 


Internal Accounting Controls 


The commercial finance company is 
faced with two problems relating to 
internal control. The first is the control 
of loans outstanding, whether in the 
form of accounts receivable loans, in- 
ventory loans, mortgage loans, or loans 
of the other types mentioned previously. 


* By Walter S. Seidman, of Jones and Company; published by National Conference of 


Commercial Receivable Companies, Inc. 
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The second is the maintenance of inter- 
nal control over the collateral pledged 
as security for the cash advanced, The 
most popular type of financing is that 
of advances secured by assignments of 
accounts receivable on a non-notifica- 
tion basis, and this technique lends itself 
admirably to a comprehensive discus- 
sion on cash and collateral controls, as 
it is a constantly fluctuating type. 
When the acceptable borrower pre- 
sents a schedule of the assignment of 
the accounts receivable to the com- 
mercial finance company, a complete 
and careful check must be made of all 
documents supporting the collateral 
being offered. A duplicate invoice with 
evidence of delivery in the form of a 
bill of lading, railway express receipt, 
etc., must be attached to it. After this is 
done, a total of the assignment is taken 
for the purposes of collateral control. 
Upon approval of the credit of accounts 
appearing upon the schedule by the 
credit manager, a check is disbursed 
by the cashier according to contractual 
advance terms and other pertinent stip- 
ulations. The advance of cash is then 
journalized and posted to the cash 
account statement of the borrower. The 
cash account statement, commonly 
called the account current, is an ac- 
curate reflection of the cash flow 
between the lender and borrower on 
a day-to-day basis. The collateral 
acquired to cover the obligation is 
journalized and posted to the collateral 
account statement. This statement at 
all times reflects the collateral deposited 
with the lender as security for moneys 
advanced. In addition to these two 
control accounts, a third record is 
maintained which, in effect, is merely 
the detail of the collateral account. If 
all the accounts receivable of a borrow- 
er were pledged with a commercial 
finance company, this third ledger 
would be an exact replica of the bor- 
rower’s subsidiary accounts receivable 
ledger. The assignment sheets would 
correspond to the borrower’s sales 
journals, and the remittance sheets 
(the medium used to record the de- 
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livery, by the borrower to the lender, 
of checks received from the customers 
of the borrower) would correspond to 
the cash receipts journal. 

The maintenance of the cash control 
presents no difficult task. It is merely 
the recording of the advance of moneys 
to the borrower, and the recording of 
the repayment of the advances through 
the medium of the collection of the 
accounts receivable pledged. The col- 
lateral phase, however, presents a prob- 
lem. The term “collateral security” in 
itself implies that, in the event an obli- 
gation is not fulfilled, the collateral 
may be utilized in some way to make 
good the loan. Therefore, in the case 
of accounts receivable collateral, the 
lender must always be in a position to 
avail himself of the collateral to repay 
the obligation if the need arises. He 
is, therefore, at all times anxious to 
appraise and evaluate the security. Peri- 
odically (generally semi-monthly) he 
ages his portfolio with an eye toward 
substituting fresh collateral for past-due 
collateral. This technique results in a 
report, commonly known as a statement 
of past-due collateral, which is forward- 
ed to the borrower. It is intended as 
a reminder to the borrower to tighten 
up on credit to delinquents and to put 
the borrower on notice that if payment 
is not forthcoming within an agreed 
period of time (usually 30 days past 
the due date) a substitution of new 
collateral will be required. In addition, 
weekly reports of returns of merchan- 
dise by the trade debtors of the bor- 
rower, or credits and allowances given 
to them, must be made to the lender 
by the borrower. Verification or con- 
firmation of the accounts receivable 
are made periodically. This aspect will 
be discussed in subdivision (3) of the 
next section. 


External Accounting Controls 
(1) Initial Audit 


Upon the application of a borrower 
for financing on an accounts receivable 
basis, a complete investigation is made 
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of his background and his business. In 
financing, a calculated risk to a certain 
degree is ever-present and, therefore, 
the initial steps taken to measure that 
degree of risk must be carefully 
planned. The risks generally involved 
in financing of accounts receivable are: 

(1) Fraud. 

(2) Insolvency of the borrower. 

(3) Credit losses, 


(4) Excessive returns and allow- 
ances. 

(5) Contra accounts. 

Walter S. Seidman states in his 


previously cited book: 

“Although 99% of the borrowers are 
honest, the finance company must design 
its investigations and techniques so as 
to prevent as far as possible the 1% of 
dishonest people from inflicting losses, 
since the losses which this 1% might occa- 
sion could be of such magnitude as to wipe 
out years of profits derived from dealing 
with the other 99%.” 

The foregoing quotation adequately 
sums up the importance of a proper, 
penetrating, all-inclusive investigation 
and initial audit. In such an investiga- 
tion, the usual character and credit re- 
ports are drawn from such agencies as 
Dun & Bradstreet, Bishop, Lyons, 
Proudfoot, and from others who are in 
a position to give some inkling as to the 
applicant’s background and _ business. 
In addition, the National Conference of 
Commercial Receivable Companies, 
Inc., maintains a Central Fraud 
Bureau. The names of the accounts 
of each member company are filed with 
this bureau. If an account is termin- 
ated under unsatisfactory circumstan- 
ces, a note to that effect is made upon 
their record in the files. Before an 
application is completely approved, the 
name of the borrower must first be 
cleared through the Central Fraud 
Bureau. 

The audit program covering the ini- 
tial phases is as follows: 

(1) A general ledger trial balance 
is drawn off from the general ledger. 
It must reflect figures as of the last 
day of the month preceding the date 
of making the audit. An earlier trial 
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balance is not acceptable. All necessary 
adjustments deemed advisable by the 
auditor are made. Solvency must, of 
course, be evident. One may ask why 
a certified statement prepared by a 
reputable certified public accountant 
could not be accepted in lieu of an 
initial audit by the representative of 
the finance company. The answer is 
that a financial statement is too static. 
It does not show the day-to-day trans- 
actions of the borrower, which are 
important to a finance company in 
determining whether the account is 
acceptable, or whether even though the 
the collateral offered is adequate, the 
financing will solve the problems of the 
borrower. It is the policy of all reput- 
able finance companies not to undertake 
a financing operation, no matter how 
adequately the loans can be secured, 
unless the funds advanced will solve 
the financial problems of the borrower. 
The finance company must feel the pulse 
of the prospective account, and there is 
therefore no substitute for a first-hand 
“look see.” This does not mean that 
a commercial finance company does 
not value highly the services of the 
certified public accountant retained by 
its clients. On the contrary, his co- 
operation and guidance are earnestly 
solicited and his reports play a vital 
role in the administration of the ac- 
count. 

(2) An ageing of accounts receivable 
and payable is prepared. These are 
used as a guide in the evaluation of 
the worth of the accounts receivable 
and in the determination of the extent 
of any delinquency with respect to the 
accounts payable. Of course, schedules 
of notes receivable and notes payable 
are also prepared, reflecting terms and 
due dates. 

(3) A reconciliation is made of the 
surplus account for the past five years, 
or since the inception of the business 
if organized within five years. This 
statement will reflect the operational 
trends with regard to profit and loss. 

(4) An analysis of the collection 
trend against accounts receivable is 
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made on a three-year comparative 
basis, to determine whether the rate of 
accounts receivable turn-over is con- 
sistent. This phase is important as it 
indicates to the lender at what rate 
his collateral security will revolve. 

(5) An analysis of sales returns 
and allowances as against sales is 
prepared on a three-year comparative 
basis. This analysis is an important 
factor in determining customer ac- 
ceptability of the product sold, and in 
fixing the contractual advance against 
the accounts receivable collateral. A 
trend upwards is very often a danger 
signal that all is not well with the 
product. 

(6) General pertinent comments are 
made regarding cash in bank trends, 
type of bookkeeping system maintained, 
type of plant, store, etc. 

(7) As an important adjunct to the 
accounts receivable schedule, we pre- 
pare a list of Dun & Bradstreet or 
other credit agency ratings on the 
accounts appearing thereon. In addi- 
tion, concentration of sales in any one 
or two accounts must be noted. If 
more than 15% to 20% of the accounts 
receivable are reflected in one account, 
it would be unwise (in spite of a good 
credit rating) to accept the account as 
collateral, unless the advance on such 
an account is limited, because a dispute 
as to the merchandise would wipe out 
the usual margin which the lender 
tries to maintain between the advance 
and face amount of the accounts 
pledged. 

(8) In relation to the accounts pay- 
able, a list of services performed or 
materials supplied by the chief credit- 
ors is made a part of the ageing sched- 
ule. This step enables the reviewers 
to foresee the possibility of a principal 
creditor withdrawing its commitments 
on future deliveries of vital productive 
material because of a delinquent situa- 
tion. The names of the accounts 
payable are compared with those of 
accounts receivable to discover the 
presence of contra or related accounts 
which are not acceptable as collateral. 
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(9) A schedule of taxes payable is 
prepared. Delinquent taxes are a 
matter of grave concern. If the delin- 
quencies are serious, the government 
may file a tax lien which will be a 
prior lien on the accounts receivable 
created after the filing of the lien, even 
though the lender has no actual notice 
of its filing. 

This is an outline of the standard 
program of audit generally followed. 
Of course, there is no hard or fast rule. 
The program must be flexible enough 
to be suitable for any type of en- 
gagement. 


(2) Periodic Routine Audit 


In addition to the initial audit, after 
the account has been accepted, a peri- 
odic routine audit is made every thirty 
or forty-five days. This examination 
is primarily a “follow-up and policing” 
audit. The following is an outline of 
a comprehensive audit program de- 
signed to cover this situation: 

(1) The collateral of the lender 
is compared with the accounts receiv- 
able ledger of the borrower. All dis- 
crepancies are noted, investigated, and 
adjusted. Skipped payments are looked 
for as a danger signal, indicating a 
fictitious invoice or potential return. 
Conversions, that is the proceeds of 
assigned accounts deposited by the 
borrower, if any are noted, and the 
circumstances surrounding the same, 
are investigated. Unreported sales re- 
turns and other serious discrepancies 
are picked up under this section. Credit 
limits are also reviewed by the auditor 
during the course of this comparison. 
This is a check on the credit depart- 
ment. 

(2) An analysis is made of cash 
receipts and their sources in the period 
covered by the audit. The bank state- 
ments and cash account statements 
are checked against the pertinent en- 
tries in the cash receipts journal. 

(3) An analysis is made of cash dis- 
bursements as to disposition of funds. 
Cancelled vouchers are examined with 
an eye toward auditing the propriety 
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of outgoing funds. A finance company 
does not consider it good business for 
a borrowing firm to use its borrowed 
funds for non-productive purposes, 
such as high unjustified entertainment 
and travel expenses, unusually exces- 
sive officers’ drawings or salaries, etc. 

(4) All general journal entries made 

since the date of the last audit are 
reviewed as to their effect on the in- 
vestment of the finance company in 
the accounts receivable. 
(5) A general ledger trial balance 
is extracted and is broken down into 
the financial statement classifications 
(current assets, etc.), reflecting an 
inventory required to maintain initial 
net worth. This trial balance is com- 
pared with the two previous ones for 
a possible serious deterioration in net- 
worth. Estimated inventories (based 
upon the gross profit method) are 
sometimes used as a guide in evaluating 
operational results for a period. 

(6) A schedule of aged accounts 
payable is prepared to determine the 
rate of liquidation of trade liabilities 
with funds acquired from the lender. 
An accumulation of past-due payables 
is an indication that the financing is 
not performing its proper economic 
function and the cause must be in- 
vestigated. 

(7) All other books of original entry 
are reviewed. 

(8) A report is made of anticipated 
business and past volume (six 
months). 

This particular program of audit 
can be fairly well standardized and, if 
closely followed, will serve not only 
to protect the investment of the finance 
company but should also be of inesti- 
mable value to a conscientious borrow- 
er who is sincerely interested in the 
success of his business. 

(3) Periodic Verification of 

Collateral 


The writer mentioned earlier in this 
article that verification of collateral is 
made periodically. It usually takes 
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the form of a positive type of confirm- 
ation, sent out with the trade debtors’ 
statements by the accounting firm 
servicing the commercial finance com- 
pany. This is done every thirty days 
on a revolving basis. At least 10% 
of the collateral outstanding as of the 
date of verification must be confirmed. 
The accountant’s confirmation forms 
are mailed out with the statements 
sent to the 10% selected for verifica- 
tion. Different letters of the alphabet 
are selected each month, so that the 
trade debtors will not be antagonized 
by too many requests over the course 
of a year. The borrower sends all 
statements to the commercial finance 
company and never is told which are 
to be confirmed. This procedure has 
proven an effective means of control of 
collateral, coupled with the other safe- 
guards. Periodically (generally every 
ninety days) the finance company re- 
quests financial statements from the 
borrower. These statements must be 
prepared by a reputable certified public 
accountant, and most finance compan- 
ies have found that these statements 
are of invaluable assistance in the 
proper analysis of a borrower’s prog- 
ress, The certified public accountant 
is in a position to present an unbiased 
opinion of the client’s condition and 
operating results. He sometimes notes 
in his report situations which were not 
a matter of book record as of the time 
of the lender’s audit. There can be no 
understatement of the vital part that 
these statements play in the adminis- 
tration of an account. 


Methods of Computing Charges 


Dut to the vast volume of clerical 
work and supervision involved in 
financing accounts receivable, the rates 
charged by commercial finance com- 
panies must, of necessity, be higher 
than those charged by commercial 
banks for unsecured accommodations. 
The charges of commercial finance 
companies range from 12% to 18% 
per annum, depending upon the size of 
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the account, the quantity of invoices, 
and other factors. However, the meve 
fact that the rate charged is higher 
does not mean that the cost to the 
borrower in dollars and cents is neces- 
sarily higher. Most finance companies 
compute their charges upon the daily 
cash balances due from the borrower. 
His account is charged each day 
with the exact amount of the cash 
advanced and credited with the collec- 
tions received. Thus, his borrowings 
may be geared to meet the exact re- 
quirements of his business. On_ the 
other hand, commercial banks usually 
expect the borrower to keep twenty 
per cent of his borrowings on deposit 
as a compensating balance, and thus 
he is paying for money he cannot use. 
Furthermore, most unsecured loans 
are made for a definite term—say sixty 
or ninety days—and a bank will not 
permit a borrower to borrow and repay 
daily in conformity with his exact 
requirements. It is a most unusual 
circumstance when a borrower can 
acqure the funds which he needs to 
pay off a bank loan at maturity on the 
very date when the loan becomes due. 
He must start accumulating the funds 
in anticipation of the due date. There- 
fore, in a transaction with a bank, the 
borrower may be paying interest for 
a longer period than he has use for the 
money, and upon funds he cannot em- 
ploy in his business. 

In computing a charge based upon 
the cash daily balances, the finance 
company totals the thirty individual 
entries representing the cash balances 
due from the borrower at the end of 
each day during the month. This sum 
is multiplied by the daily rate and the 
result is the charge for the month, 

Some finance companies base their 
charges on the collateral balances rather 
than the cash balances, or else make a 
service charge, equal to a percentage of 
the invoices assigned and, in addition, 
charge interest on the cash advanced. 
The method of charging is, in the final 
analysis, a question of individual com- 
pany policy. 
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Records Maintained by Customers 
of a Commercial Finance Company 


The prime requisite is that a stand- 
ard set of books be maintained, which 
properly reflect all transactions affect- 
ing the business. These records must 
be maintained by competent personnel, 
and should be carried on as current a 
basis as possible at all times. 

The accounts receivable subsidiary 
ledger should bear a stamp on each 
page to the effect that all invoices 
appearing on that page have been 
assigned or sold to the named com- 
mercial finance company. In addition 
to this, separate loan accounts should 
be maintained in the general ledger if 
more than one type of financing pro- 
gram is followed. A memorandum 
should appear next to the general ledger 
account title, as follows: 

LOAN PAYABLE—XYZ FINAN- 
CIAL COMPANY. (This liability is se- 
cured by the assignment of accounts receiv- 
able as per assignment schedules on file.) 
The borrower is provided with a 

bank endorsement stamp which bears 
the name of the borrower. In the 
corner is a code number known only to 
the lender and the bank. On the basis 
of that number, the checks are credited 





to the account of the lender. An ex- 
ample follows: 

3 3 

° Pay to the Order of the ° 

° First NATIONAL BANK ° 

° Tight Shoe Corporation ©° 

° ° 











This is the device used to maintain 
all aspects of a non-notification ar- 
rangement. Bank resolutions drawn up 
by the borrower at the time the financ- 
ing contracts are entered into, permit 
the use of the code endorsement. The 
resolutions sanction the deposit of 
checks made payable to the order of 
the borrower in the bank account of the 
lender. 


Another requisite, and it has been 
previously mentioned, is that a reput- 
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able certified public accountant be re- 
tained, and that he shall render periodic 
financial statements, as requested. 


There is no specific requirement that 
all accounts be assigned. However, 
most finance companies feel that not to 
assign everything would cause a great 
deal of confusion and result in possible 
conversion through the deposit of a 
check on an assigned item by the bor- 
rower. Where a daily cash rate is 
involved, the borrower gains nothing 
by withholding invoices. He can as- 
sign everything and draw upon the col- 
lateral as he needs it, if that be his 
wish. However, there is a definite ob- 
jection to the partial assignment of any 
one account. This practice results in 
split payments and is frowned upon by 
the finance company for fairly obvious 
reasons. 


The finance company has the right to 
have access to the books and records of 


the borrower at all times. Finance 
companies reciprocate by inviting the 
accountants for the borrowers, at all 
reasonable times, to avail themselves of 
any records in the office of the finance 
companies pertaining to the borrower, 
for checking purposes. 


The accountant retained by the bor- 
rower encounters a problem in the 
proper balance sheet presentation of his 
client’s relationship with the commer- 
cial finance company. It has been men- 
tioned above that the types of financing 
arrangements are many and are very 
often of a hybrid nature. Therefore, it 
is necessary for the certified public ac- 
countant to familiarize himself with the 
terms of the financing contract. This 
should enable him to formulate a bal- 
ance sheet policy with regard to these 
transactions according to contract. A 
condensed partial balance sheet follows, 
reflecting the suggested treatment of the 
most usual types of arrangements: 


ABC CORPORATION 


(PARTIAL) BALANCE SHEET 
as of November 30, 1949. 


ASSETS 

Current Assets 
Cash in banks 
Accounts receivable 





(These accounts are pledged with the XYZ Finance Company as collateral security, with 
recourse, for loans payable—see contra.) 

Merchandise inventories , 
(These inventories are pledged with the XYZ Finance Company as collateral security 
for loans payable—see contra. The merchandise is in a public warehouse and is evidenced 


by warehouse receipts.) 


Fixed Assets 
* * * 


(These fixed assets are pledged as collateral security for chattel mortgage loan made 
by XYZ Finance Company—see contra.) 





LIABILITIES 
Current Liabilities 
Loans payable—XYZ Finance Company 
(This liability is secured by the pledge of accounts receivable—see contra.) 
Loans payable—XYZ Finance Company : 
(This liability is secured by merchandise inventories stored in a public warehouse in 
the name of XYZ Finance Company—see contra.) 
Chattel mortgage payable—XYZ Finance Company 
(Secured by chattel mortgage on fixed assets—see contra.) 
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The balance sheet treatment of ac- 
counts receivable sold to an “old line 
factor” on a non-recourse basis is 
entirely different. The accounts receiv- 
able sold to the factor should not be 
listed as an asset, and the amount 
advanced by the factor to the client on 
account of the purchase price of the 
accounts receivable so sold should not 
be listed as a liability. On the contrary, 
the difference between the purchase 
price of the accounts receivable (as 
specified in the contract between the 
client and the factor) and the amount 
actually received should be listed as 
an asset, entitled Due From Factor. 
The accountant must exercise care in 
the examination of the contract, since 
many commercial finance companies 
call themselves “factors”, and the lan- 
guage of the contract describes the 
transaction as a purchase and sale of 
the accounts receivable rather than a 
loan secured by a pledge of the same. 
However if, by the terms of the con- 
tract, the client warrants that the 
accounts assigned will be paid at ma- 
turity and he obligates himself to repay 
the advance in any event, then the 
transaction is a loan and not a purchase 
and sale, in spite of the language of 
the contract, and must be treated as 
such. 


Financial Statements of Com- 

mercial Finance Companies 

The independent certified public ac- 
countant retained by the commercial 
finance company is required to prepare 
periodically, after proper audit, finan- 
cial statements and supporting sched- 
ules to be submitted to management 
as an administrative and financial 
guide. These statements may also be 
rendered to banks with whom the 
finance company discounts its own 
notes. It is absolutely essential that 
these statements clearly reflect the fin- 
ancial condition, operating results, and 
the nature of the collateral securing 
advances receivable. 

The financial statements include the 
usual Balance Sheet and Statement of 
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Income, Profit and Loss. Their prep- 
aration presents no unusual problems 
and hence they will not be illustrated. 
However, two supplemental schedules, 
which usually accompany the primary 
statements, are worthy of special 
mention. 

The first of these supports the Bal- 
ance Sheet and is a schedule of Notes, 
Accounts, and Other Receivables and 
Collateral Securing Such Advances. 
The other is an Analysis of Income 
(By Borrowers), and is a sub-schedule 
of the Profit and Loss Statement. 

In addition to the foregoing state- 
ments and schedules, the accountant 
may deem it necessary to add additional 
schedules in certain cases ; but basically 
the foregoing should be sufficient to 
present the financial data properly. 

It should be mentioned at this point 
that one of the additional schedules 
which may be required is a schedule 
of participation agreements. This is 
needed when two or more finance 
companies pool their resources and 
participate in the financing of a bor- 
rower. One of the participants services 
the borrower account and advances are 
made by each according to participa- 
tion agreements. The method of sharing 
of income is also agreed upon through 
the medium of the participation agree- 
ment, 


Tax and Related Accounting 
Problems 
(1) Payroll and Other 
Miscellaneous Taxes 
There are no particularly pressing 
problems relating to such taxes as the 
various payroll taxes, the unemploy- 
ment insurance taxes, the gross receipts 
taxes, etc. These are fairly well stand- 
ardized and are taken care of in the 
routine course of business. 
(2) Personal Holding Company 
Tax—I.R.C., Sec. 501 
It is under this section that a vexing 
problem is met. A large number of 
companies engaged in the commercial 
finance industry are privately owned by 
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a small group of men (usually three 
to four), who have collectively pooled 
their capital for the purpose of realizing 
profits. A group such as this is forced, 
by the provisions of Section 501 of the 
Internal Revenue Code, to operate as 
a co-partnership at times when the 
corporate form of organization is more 
desirable. This section of the Code 
was passed as a means of penalizing 
the incorporated pocketbook, and an in- 
nocent bystander—the smaller commer- 
cial finance company—was affected by 
its provisions. Attempts are being 
made to exempt bona fide commercial 
finance companies from this section, 
but to date these have been unsuccessful. 
A technical discussion of the statute 
itself is beyond the scope of this article. 
The writer hopes to make this tax a 
subject of a complete article at a future 
date. 


(3) Bad Debts Reserve 

The very nature of the business calls 
for the taking of calculated risks and, 
therefore, proper reserves must be set 
up for possible future losses. Many 
firms build up this reserve by setting 
aside a percentage of gross volume of 
business transacted. The most accept- 
able method is that of setting aside a 
percentage of cash accounts receivable 
outstanding as of the close of the fiscal 
period. There is no hard and fixed 
percentage, and over a period of years 
experience can be gained which will 
enable a fairly accurate gauge to be 
applied to the receivables. On the 
other hand, it can be argued that even 
though the experience may be fairly 
consistent, a particular situation may 
arise which will cause a disproportion- 
ate rise in the trend. However, it finally 
resolves itself into the determination 
of a reasonable reserve and the obtain- 
ing of internal revenue sanction. 


(4) Deferred Versus Earned 
Income 
In the determination of earned in- 
come in any one period, it 1s necessary 
to ascertain what portion of income 
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charged to the borrower accounts is 
actually earned in the period covered by 
the statement. Where a daily cash rate 
is used on accounts receivable accounts, 
no problem is presented. However, 
when a flat rate is used, it is necessary 
to determine as accurately as possible 
how long the cash is expected to be 
outstanding and what proportion of 
the flat charge made against it is appor- 
tionable to a period after statement 
date. In the case of a fixed asset loan 
where a bonus has been charged, the 
unearned portion of the bonus must be 
disclosed in the financial statements as 
deferred income. Thus, it can readily 
be seen that a definite distinction is 
made between earned and deferred in- 
come, and all transactions are handled 
with a view toward making the proper 
distinction. 


Additional Reference Materials 
The following is a bibliography of 
additional informative literature on the 
subject of commercial finance -com- 
panies : 
1. Law and Contemporary Prob- 
lems 
Autumn, 1948, issue. 
Duke University School of Law. 


By Herbert R. Silverman, 
September, 1949, 
Harvard Business Review. 
3. Some Techniques of Accounts 
Receivable Financing 
3y Martin J. Travers, 
July, 1948, Bulletin of Robert 
Morris Associates. 
4. Commercial Receivable 
Companies 
By Shandor M. Zinner, 
November, 1949, Bulletin — of 
Robert Morris Associates. 
5. Accounts Receivable Financing 
By Saulnier & Jacoby 
Published by National Bureau of 
Economic Research. 
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Proposed Wage-Hour Regulations and 


Minimization of Overtime 
By Hyman D. Ktern, C.P.A. 


Proposed Wage-Hour Regulations 


Sipe Wage-Hour Administrator re- 
cently proposed some new regula- 
tions materially affecting the accounting 
profession. Objections to them have 
been raised by the profession through 
the voice of the American Institute of 
Accountants. Whether these objections 
will bear fruit is something that only 
the future and the Administrator can 
foretell. 

The principal phase of these regula- 
tions, as far as we are concerned, re- 
volves around the salary qualification 
for the professional exemption. For 
years that qualification was based upon 
the $200 per month mark. The new 
regulations would raise that figure to 
$75 per week, thereby encompassing a 
greater number of staff accountants in 
the non-professional category. This will 
mean that these individuals will be en- 
titled to compensation on the basis of 
time and one-half for all time in excess 
of 40 hours per week. 

Many wage plans and methods of 
computation were developed on the 
basis of our experience with the old 
Wage-Hour Regulations. It is not the 
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intent of this paper to review all of 
them anew. Rather, where overtime 
must be availed of, it is the intention to 
present two plans which, in the writer’s 
opinion, are probably the fairest and 
most equitable and at the same time 
thought-provoking. 


(1) The Long Work-Week Plan 


Under this plan it is not necessary to 
adjust compensation upwards where 
the regular work-week is in excess of 
40 hours. It merely contemplates that 
the employment agreement provide that 
the stipulated compensation includes 
compensation at straight time for 40 
hours and time and one-half for the 
hours in excess of 40. However, all 
overtime in excess of the regular hours 
of the work-week will have to be paid 
for on the basis of time and one-half. 
Thus, assuming a regular work-week 
of 48 hours and a salary of $65 per 
week, in order to determine the hourly 
rate of pay the compensation of $65 per 
week should be divided by 52 (repre- 
senting straight time for 40 hours and 
time and one-half for the remaining 8 
hours), which will give us an hourly 
rate of $1.25. Thus, the employee will 
receive compensation of $1.25 per hour 
for 52 hours, or a total of $65. Deduc- 
tion will have to be made from com- 
pensation where less than the required 
48 hours are worked. 


(2) The Straight 40-Hour Week 
Under this plan it is contemplated 
that a regular 40-hour week be estab- 
lished the year round. For the period 
April through December, a period of 
9 months (or a shorter period if de- 
sired), when the work load is not too 
heavy, it is possible to go on a basis of 
a 7-hour, 5-day week, or a total of 35 
hours. In this manner, a time deficiency 
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of 5 hours a week can be accumulated 
by staff members for a total of 195 
hours for the 9-month period. This 
time can then be offset against overtime 
during the January-March period (up 
to 130 hours, on a time and one-half 
basis) without necessitating cash pay- 
ment for such overtime. This plan has 
one pitfall—that if there is any net time 
deficiency it must ultimately be de- 
ducted from the employee’s compensa- 
tion (preferably within one year). 
Otherwise, the employee’s base hourly 
compensation would be adjusted up- 
wards. Yet, this plan has considerable 
appeal from both the employee’s and 
employer’s points of view. 

As previously indicated, many plans 
have been developed and each employer 
should use that which best suits his 
requirements, giving due consideration 
to the proper servicing of his clients 
and to staff morale. 


Minimization of Overtime 


Viewing the costs of overtime should 
cause us to reflect for a moment on its 
needs. Overtime has long been a buga- 
boo to the accounting profession. It has 
been accepted as a basic fundamental, 
as certain as death and taxes. New re- 
cruits have been warned that they must 
give up everything but their work dur- 
ing the months from January through 
March. They have been imbued with 
the fact that the convergence of year- 
end work and personal income tax re- 
turns created the peak load that could 
only be met under conditions of high 
tension and overtime. And, having 
lived through years of this burden, they 
have tended to accept this as a definite 
fact along with ulcers and nervous 
breakdowns. 

It is entirely possible that the pro- 
posed Wage-Hour Regulations may be 
a blessing in disguise. It tends to place 
more completely in the limeiight the 
cost of overtime to the accounting firm. 
Payment at time and one-half rates, 
superimposed upon supper allowances 
and reduced efficiency, makes an hour 
of overtime an expensive hour. There- 
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fore, from a practical and economic 
point of view, what can we do to limit 
or avoid it? The answer is to be found 
in our ability to grapple with our own 
organizational problems. 

The accounting organization and its 
executives have, in most cases, been too 
busy with their clients’ problems and 
affairs and, consequently, have not 
given their own organizational prob- 
lems sufficient time and study. It is the 
old story of the shoemaker without 
shoes, and the accountant without a 
properly functioning system and organ- 
ization. The following suggestions, 
while not all-inclusive, might be worth 
considering for the ultimate aim of the 
minimization of overtime: 


(1) Planning and Coordination 

Get your house in order. Every de- 
partment should be properly staffed. A 
satisfactorily functioning file depart- 
ment will save time that is often lost 
when sought-for papers or documents 
can not be located. All stationery re- 
quirements should be inventoried to 
make certain that enough forms are on 
hand to meet the requirements during 
the busy period. Proper planning of 
assignments and their supervision cou- 
pled with a smooth routing of the work 
through the office from review to typing 
will eliminate considerable tension and 
pressure. Adequate field supervision 
will eliminate the problems which cause 
time loss and correction changes. A 
breakdown in one department will very 
often cause problems and difficulties 
down the line in all other departments. 


(2) Renewal of Interest in the 
Natural Business Year 


Several years ago the accounting pro- 
fession made a strenuous effort to con- 
vert clients from a calendar year basis 
to a fiscal year more closely related to 
their natural business activity. This 
movement was successful to a limited 
extent and has, as an incident, helped 
the accountant in spreading his work 
load, but the movement has not gone 
far enough. As a matter of fact, it ap- 
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pears to have been ignored during the 
past few years. A reawakening is both 
necessary and desirable. Where new 
companies are organized, the account- 
ant should be alert to the natural busi- 
ness year factor. 


(3) Tax Staff 


The preparation of personal income 
tax returns lends itself to one of the 
most wasteful types of overtime. It is 
a type of work that can be done in the 
accountant’s own office after regular 
hours once the tax information is ob- 
tained. Accordingly, a goodly part of 
the profession has taken what it believes 
to be the easy way out in dealing with 
this matter. It assigns its staff auditors 
to the preparation of these returns after 
regular working hours—at overtime 
rates. This results in each man re- 
searching for himself every problem 
that he encounters, checking dividends, 
capital adjustments, etc. This creates 
considerable duplication of work. Fur- 
ther, the staff auditor frequently finds 
some basic type of information lacking, 
so that he is unable to complete the re- 
turn until that information is obtained. 
Consequently, he must lay the return 
aside and must advise someone to ob- 
tain the missing information the follow- 
ing morning. Then, once the informa- 
tion is obtained, the man attempts to 
pick up the strings where he left off. 
Remember, the next day these staff 
auditors, without ample rest, have to 
stagger off to their day’s regular assign- 
ments. 

Here is time waste and inefficiency at 
premium prices. How much simpler it 
is to advise one, two or more staff 
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auditors that during the January-March 
period their sole assignment will be the 
preparation and checking of tax re- 
turns. Research need only be done once 
and missing information can be prompt- 
ly obtained. Such use of tax teams will 
reduce the need for overtime and, more 
important, your staff will not suffer 
from battle fatigue. 


(4) Early Tax Information 

Every effort should be made to ob- 
tain personal tax information early in 
January, before the full brunt of year- 
end closings is felt, and have the returns 
prepared. Certainly, wherever revised 
tax declarations are necessary before 
January 15, final returns should be pre- 
pared instead. 


(5) Temporary Staff 

During the past few years the ac- 
counting schools have been graduating 
thousands of aspiring accountants, in- 
cluding some very promising material. 
Competition for employment has be- 
come keen. An opportunity to acquire 
experience should be given them dur- 
ing the busy period on a temporary 
basis. This factor will ease the work 
load and will reduce overtime require- 
ments. In addition, it may turn up some 
very capable accountants worth devel- 
oping on a permanent basis. 


(6) Use of Time-Saving Devices 

Another factor in the minimization 
of overtime is the utilization of such 
year-end time saving devices as “bring- 
up” work, verification of assets and lia- 
bilities throughout the year, use of 
dummy reports, and many other 
devices. 
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Family Partnerships— 
Before and After Culbertson 


By Harry JAnin, C.P.A. 


A LTHOUGH the subject for discussion 
is “Family Partnerships—Before 
and After Culbertson”, the emphasis 
will be on Culbertson' itself, and the 
cases which followed it. 

With respect to the period prior to 
Culbertson, it should suffice to say that 
the Tax Court, basing its decisions on 
the Tower? and Lusthaus’ cases, used 
only three criteria in determining 
whether members of a family partner- 
ship intended to join together in carry- 
ing on business in partnership. These 
criteria were: 

(a) Did the partner contribute capi- 

tal originating with him; or 

(b) Did the partner render vital ser- 

vices; or 

(c) Did the partner participate in the 

management or control of the 
business ? 


If the partner could show the pres- 
ence of any one of these three consid- 
erations his status was allowed for tax 
purposes. If not, his partnership inter- 
est was disallowed by the Tax Court. 

In view of the Tax Court’s attitude 
towards family partnerships, many tax- 
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1Com’r. v. W. O. Culbertson, Sr., 69 S.Ct. 


2Com'r. v. Tower, 327 U.S. 280 (1946). 


3 Lusthaus v. Com’r., 327 U.S. 293 (1946). 
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payers took their cases to the District 
Courts. They asked for trial by jury to 
determine the factual question of 
whether there was a real intent to form 
a partnership. A majority of these cases 
were successful. 

The Circuit Courts of Appeals did 
not follow the Tax Court. Many took 
a more liberal attitude toward the con- 
siderations entering into a determina- 
tion of whether a partnership existed. 
As a result there were substantial diff- 
erences of opinion between the Courts 
of Appeals and the Tax Court. 


The Culbertson Case 

Culbertson involved a partnership of 
a father and four sons operating a 
ranch. The sons’ capital interests came 
by way of a sale to them of an interest 
in the assets which were contributed to 
the partnership. 

The sons, however, did not contrib- 
ute any capital of their own. Their in- 
debtedness for the purchase of the as- 
sets was paid by gift from their father 
and, in part, by the proceeds of a loan 
obtained by the partnership. The loan 
was subsequently paid from proceeds of 
operation of the ranch. 

There was no written partnership 
agreement. The local paper announced 
the dissolution of the old partnership 
and the continuation of the business by 
the new. A bank account was opened by 
the new partnership and withdrawals 
were possible by check drawn by Cul- 
bertson, his four sons and a bookkeeper. 

At the time of the formation of the 
new partnership, on January 1, 1940, 
Culbertson’s oldest son was 24 years 
old. He married in 1940 and lived on 
the ranch, of which he had for two years 
been foreman prior to the partnership. 


1210 (June 27, 1949). 
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Family Partnerships—Before and After Culbertson 


He was a college graduate. He received 
$100 a month plus board and lodging 
for himself and his wife both before 
and after formation of Culbertson & 
Sons and until entering the Army. 

The second son was 22 years old. 
He married and finished college in 1940, 
the first year during which the new 
partnership operated. He went directly 
into the Army, following graduation 
and rendered no services to the partner- 
ship. 

The two younger sons, who were 18 
and 16 years old, respectively, in 1940, 
went to school during the winter and 
worked on the ranch during the 
summer. 

A daughter, age 14, was also made a 
member of the partnership some time 
after its formation, upon gift by Cul- 
bertson of % of his % interest. 

The Tax Court decided+ that the 
Culbertson children had not established 
a basis for a capital contribution suffi- 
cient to justify an interest in the alleged 
partnership. It also concluded that no 
child, including the oldest son, con- 
tributed vital additional services as to 
warrant recognition of a partnership. 

Culbertson appealed to the Circuit 
Court of Appeals for the Fifth Circuit. 
Conceding that his daughter was not a 
member of the partnership for tax pur- 
poses, he nevertheless urged that his 
four sons be recognized. 

The Circuit Court reversed. It was 
convinced that the partnership was not 
a mere tax saving device. It held that 
it was the purpose and intent of Cul- 
bertson to form an actual real and bona 
fide partnership. It said, 

“Neither statute, common sense nor im- 
pelling precedent requires the holding that 
a partner must contribute capital or render 
services to the partnership prior to the 
time that he is taken into it.” 


It added that services to be rendered 
in the future would form the basis for 
partnership recognition. One branch 
of the Government could not deny part- 
nership recognition because another 





46 T.C.M. 692 (1947). 


branch had taken the son into the Army 
and thus made it impossible for him to 
render the necessary services. 


Commissioner’s Petition 
for Certiorari 


The Commissioner asked the Su- 
preme Court to review the case. In his 
petition for certiorari, he stated that 
there was an alarming tendency by 
some of the Courts of Appeals to cir- 
cumvent the decisions of the Supreme 
Court in the Tower and Lusthaus cases. 
Since those cases were handed down, 
the Tax Court has consistently applied 
the criteria there prescribed, in passing 
upon the reality of asserted partner- 
ships. 

In keeping with the Supreme Court’s 
admonition that each case must turn 
upon its own facts, the Commissioner 
stated he had not appealed from deci- 
sions adverse to him. However, tax- 
payers in numerous instances had 
sought further review when the Com- 
mussioner’s determination had been 
sustained. 

The Culbertson decision by the Fifth 
Circuit, added the Commissioner, was 
another example in which the principles 
of Tower and Lusthaus had been flag- 
rantly disregarded. It was necessary 
that the trend be halted or serious loss 
of revenue would ensue in the great 
many partnership cases then pending. 

More specifically, the Commissioner 
argued that a family partnership inter- 
est could not be sustained on the basis 
of services to be rendered in the future ; 
and that a youth attending school, who 
has contributed no vital services to his 
father’s business and who plans to con- 
tribute vital services only after his edu- 
cation was completed, was not a partner 
merely because his education was inter- 
rupted by war. 

Surely, added the Commissioner, war 
service cannot create a real partnership 
for tax purposes where none existed 
before. Where the claimed partners 
never contributed either new capital or 


5 Culbertson, Sr. v. Com’r., 168 F. (2d) 979 (C.C.A. 5, 1948). 
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vital services, their military service fur- 
nishes no tenable basis for treating part 
of the business income as earned by, 
and taxable to, them. 


The Supreme Court’s Opinion 


The Supreme Court reversed and re- 
manded the case to the Tax Court. It 
held that an individual cannot be said 
to be carrying on business in partner- 
ship and responsible for the production 
of partnership income, in years in which 
he contributed neither capital nor serv- 
ices to the partnership. 

Partnership income must be taxed to 
the person who earns it and that did not 
include a person who contributed noth- 
ing during the tax period. The intent 
to provide money, goods, labor or skill 
some time in the future cannot form the 
basis for the present taxation of income. 

One of the footnotes to the opinion 
is important. The Supreme Court said : 

“Of course one who has been a bona fide 
partner does not lose that status when he 
is called into the military or government 
service, and the Commissioner has not so 
contended. On the other hand, one hardly 
becomes a partner in the conventional sense 
merely because he might have done so had 
he not been called.” 


The Supreme Court then criticized 
the Tax Court’s approach to the part- 
nership problem. The contribution of 
vital services or original capital was not 
essential to the recognition of a partner- 
ship interest. If a partner did not con- 
tribute “vital” services, or participate 
in the “management or control” or con- 
tribute “original capital”, a heavy bur- 
den is placed upon him to show the bona 
fide intent of the partners, but was not 
conclusive against recognition. 

The real question, said the Supreme 
Court, is 

“* * * whether, considering all the facts 
—the agreement, the conduct of the parties 
in execution of its provisions, their state- 
ments, the testimony of disinterested per- 
sons, the relationship of the parties, their 
respective abilities and capital contribu- 
tions, the actual control of income and the 
purposes for which it is used, and any 
other facts throwing light on their true 


68 T.C.M. 666 (July 25, 1949). 
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intent—the parties in good faith and acting 

with a business purpose intended to join 

together in the present conduct of the en- 
terprise.” 

The Supreme Court also festated its 
concept of “original capital.” A donee 
of an intra-family gift could become a 
partner through investment of the capi- 
tal in the family partnership. The ques- 
tions to be decided were whether the 
property in fact became the property of 
the donee; whether the gift accom- 
plished an economic change in the rela- 
tion of the members of the family to 
the income; whether the donor con- 
tinued to manage and control the busi- 
ness or property as heretofore ; whether 
there was a mere paper reallocation 
among the family members. 

“Tf the donee of property who then in- 
vests it in the family partnership exercises 
dominion and control over that property-— 
and through that control influences the 
conduct of the partnership and the disposi- 
tion of its income—he may well be a true 
partner.” 


Upon remand, the Tax Court was 
asked to determine as to which of the 
sons was there a bona fide intent that 
they be partners in the conduct of the 
cattle business, either because of serv- 
ices to be performed during those years, 
or because of contributions of capital 
of which they were the true owners. 

So much for Culbertson. What has 
happened thereafter ? Consideration will 
he given first to the decisions of the Tax 
Court; then to the opinions of the Dis- 
trict Courts and Courts of Appeals. 


Tax Court Decisions 

Following Culbertson 

In the case of Earl H. Snow,® the 
Tax Court first indicated the significant 
rule of the Culbertson case. Whether a 
partnership is valid depends upon 
whether the parties really and truly in- 
tended to join together for the purpose 
of carrying on the business and sharing 
in profits and losses. 


“The question of intent is to be deter- 
mined from the nature of the agreement 
between the parties, their conduct, their 
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statements, the testimony of disinterested 
witnesses, their respective abilities and capi- 
tal contributions, the actual control of in- 
come and the purposes for which it was 
used and any other facts throwing light on 
their true intent.” 


Original capital, vital services, and 
participation in management and con- 
trol continue to be the important con- 
siderations before the Tax Court. If 
any one of these are present, the part- 
ner will be recognized with little regard 
given to other factors. 

Thus in the Snow case, a wife was 
recognized as her husband’s partner be- 
cause she contributed original capital, 
actively participated in the management 
and rendered vital services. There was 
no written partnership agreement, no 
division of profits was disclosed by the 
books, and no partnership return was 
filed until 1941, although the business 
started in 1924, 

In the companion cases of Kramer,’ 
Liebman’ and Wolkowitz,’? Kramer’s 
wife was recognized as a partner by the 
Tax Court because she contributed 
original capital and Liebman’s brother 
and Wolkowitz’s son were recognized 
because they contributed vital services. 
However, the new partners did not have 
the right to sign checks. Liebman’s 
brother and Wolkowitz’s son paid for 
their partnership interest out of subse- 
quent earnings. 

Wolkowitz’s son went into the Army 
and thereafter the son’s funds were 
commingled with his father’s. For a 
short time during his services in the 
Army, the interest of Wolkowitz’s son 
was transferred to his stepmother and 
then back to him. 

The partnership interest which Lieb- 
man sold to his brother came back to 
him within a short time, due to his 
brother’s demise. 

In the absence of original capital or 
vital services, these factors or any com- 
bination of them may well have been 
sufficient to cause a disallowance of the 
partnership. 


78 T.C.M. 754 (August 25, 1949). 

813 TC—, No. 54 (September 27, 1949). 
913 TC—, No. 57 (September 28, 1949). 
1013 TC—, No. 62 (September 30, 1949). 
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One common problem with respect 
to “original” capital appears to be re- 
solved by the Middlebrook® case. In 
1938, a husband made a gift of stock to 
his wife. The Tax Court found that 
the gift was absolute and unconditional 
with intent to invest her with full, com- 
plete and irrevocable ownership. No 
dominion or control remained with the 
husband. 

At the time of the gift, there was no 
intent to liquidate the corporation. But, 
it was liquidated in 1939 and thereafter 
a partnership was formed which in- 
cluded the wife. 

The wife’s interest was recognized 
upon the basis of her capital contribu- 
tion although it resulted from a gift pre- 
viously made by the husband. This was 
so even though she and another partner 
gave her husband an option to acquire 
the partnership interest. 

The Tax Court rejected the Govern- 
ment’s contention that the gift of stock 
was not complete because the husband 
retained control over the corporation by 
reason of his ownership of a majority 
of the stock. 

In the Wilson? case, a father in prior 
years had taken his sons into his busi- 
ness and operated as a partnership. 
Both sons rendered vital services, but 
one was called into the Army in 1941. 


In 1943, the father, then about 80 
years old, withdrew his capital from 
the business but continued to share in 
partnership profits. The Commissioner 
sought to tax the father’s share of 
profits to his son. 

The Tax Court sustained the tax- 
payer pointing out that the father con- 
tinued to render vital services to the 
partnership, and therefore must be 
recognized even though he had no capi- 
tal interest therein. 

In the Depue?® case, a wife was rec- 
ognized by the Tax Court as her hus- 
band’s partner for the year 1944, on the 
basis of the initial capital which she had 
contributed and vital services rendered 
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twenty to thirty years earlier. She also 
rendered important service in the tax- 
able year. The fact that the husband 
reported all the income, no partnership 
return was filed until 1944, and no 
written partnership agreement was en- 
tered into until that year, did not war- 
rant disallowance of the partnership for 
1944. 

If a partner does not contribute his 
own capital, or render vital services or 
participate in the management, he has 
a heavy burden on him to prove his 
partnership interest. In three recent 
cases, the taxpayer failed to meet this 
burden. 

Rocco J. Cardone" and his sister 
were partners in a soft drink and beer 
distribution business but the Commis- 
sioner and Tax Court refused to recog- 
nize Rocco’s mother and three other 
sisters as members of the same part- 
nership. 

The business was started in corpo- 
rate form by Rocco’s father. All but 
three shares were eventually given to 
Rocco as the male member of the fam- 
ily, allegedly in trust for all the other 
members. The corporation was liqui- 
dated, Rocco taking to himself the prin- 
cipal capital assets. 

A six-way partnership was formed 
with what was left, the partnership leas- 
ing the capital assets from 
However, the partnership, when 
formed, was insolvent. Its assets were 
insufficient to cover the debts assumed 
upon the liquidation of the corporation. 

The Tax Court pointed out that no 
new capital was contributed by the new 
partners, nor was there any showing 
that they had the financial resources 
with which to pay the assumed liabil- 
ities. 

The partnership books were not put 
in evidence. None of the new partners 
testified. No funds were withdrawn. 
The profits were derived through the 


Rocco. 





118 T.C.M. 832 (September 8, 1949). 
1213 TC—, No. 
1413 TC—, No. 39 (August 30, 1949). 
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53 (September 27, 1949). 
1313 TC—, No. 66 (September 30, 1949). 


efforts of Rocco and one sister and 
from the capital assets which he owned. 
The income therefore would not be 
taxed to his mother and three other 
sisters. 

WW’. F. Harmon’s'? wife and son ac- 
quired partnership interests by way of 
gift from him. The son contributed 
substantially to the control and man- 
agement of the business and was recog- 
nized as a partner. 


The conduct of the wife, however, 
did not indicate any intention on her 
part to be a partner. She did not par- 
ticipate in the daily business of the part- 
nership although she made cursory 
visits to the plant two or three times 
weekly. This lack of interest, coupled 
with a provision in the partnership 
agreement vesting management and 
control of the business in her husband 
and son, was fatal to her partnership 
interest. 

In the Cobb}3 case, clerical services 
rendered by a wife before and after 
marriage were not sufficient to: justify 
a partnership interest. There was no 
separation of finances and partnership 
income was used by both husband and 
wife for personal and household ex- 
penses and to finance a horse farm. 


The Harmon and Cobb cases are sig- 
nificant because they were reviewed by 
the entire Tax Court. Judge Black 
wrote a dissenting opinion in each, In 
the Harmon case he thought that the 
wife should be recognized as a partner 
because she signed the partnership 
agreement, had a separate capital ac- 
count on the partnership books, and 
received her share of the stock of the 
corporation when the partnership was 
incorporated. 

In Delchamps'* a sister and two 
brothers had equal capital interests as 
partners in a chain grocery business but 
profits were distributed in the ratio of 
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Family Partnerships—Before and After Culbertson 


40% to each brother and 20% to the 
sister. The business became financially 
embarrassed in 1940 and _ thereafter 
sought long-term financing from local 
banks. 

The banks refused to lend money on 
any agreement signed by the three part- 
ners, even though the men’s wives 
would also sign, since under the Ala- 
bama law wives could not become 
sureties for their husbands’ debts. 

Various alternatives were considered 
but eventually it was decided to make 
the wives partners in order to make 
them directly obligated on the debt to 
the banks. Each husband made a gift 
to his wife and the sister made a gift to 
each wife, sufficient to produce a part- 
nership of five individuals each having 
a 1/5 interest in capital and in profits 
and losses. Thereafter, the financing 
with the banks was consummated. 

The issue before the Tax Court was 
whether the wives should be allowed as 
partners. There was no issue regard- 
ing the sister. Although the Court rec- 
ognized that a gift to a wife might be 
a mere superficial transfer to avoid in- 
come taxes, it pointed out that a real 
business purpose had been accom- 
plished by the transfers, which fact, it 
said could not be disregarded. 

Furthermore, the cit made by the 
sister to each wife was considered com- 
plete and irrevocable, outside the family 
group, and could not be ignored for tax 
purposes. It was also pointed out that 
one of the wives had invested a nominal 
amount of capital and had rendered 
some services in prior years for which 
she had not been compensated. 

Although the sister gave up an inter- 
est in capital, she did not relinquish 
any interest in profits. She had a 20% 
interest in profits under the old and 
new partnerships. The effect of the 
new partnership agreement was that 
each wife acquired her 20% interest in 
profits from her husband. 

These facts were apparently called to 
the attention of the Tax Court. Having 
concluded that a valid partnership ex- 
isted, it refused to concern itself with 
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the distribution of earnings. Any re- 
allocation of earnings contrary to the 
partnership agreement, it said, was be- 
yond the province of the Court in the 
absence of a patently unreasonable 
agreement. 

There may or may not be any signifi- 
cance to the fact that other factors were 
found by the Court in its findings of 
fact that were not referred to, at all, in 
its opinion justifying the partnership. 
These were: 

(a) Gift tax returns were filed re- 

porting the gifts. 

(b) Each partner had the right to 

sign checks, execute notes, etc. 

(c) Banks, business houses, employ- 
ees and public were informed 
that the wives had been made 
partners. 

Wives made regular with- 

drawals from partnership in- 

come in substantial amounts. 

(e) Amounts withdrawn by wives 
were used by them as they saw 
fit and were not turned over to 
husbands. 


(d) 


— 


Since the burden is on the taxpayer 
to prove that the parties carried on 
business in partnership, any statements 
or actions inconsistent therewith will 
weigh heavily against him. In the 
Kramer, Liebman and Welkowits 
cases, to which reference has been 
made, the partnership purported to 
have started on April 1, 1941. How- 
ever, the Tax Court recognized the 
partnership only from January 1, 1942 
because of the following facts: 


(a) A certificate filed in the County 
Clerk’s office in May, 1941, in- 
cluded only the names of the 
three principals as partners and 
did not include the three new 
partners. 

(b) A letter written by the partner- 
ship’s attorney to a bank in 
May, 1941, stated the partners 
to be only the three principals. 

(c) A letter written to a surety com- 
pany in May, 1941, stated the 
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three principals were conducting 
as a partnership the business 
formerly operated by the corpo- 
ration. 

(d) Real estate was acquired by the 
partnership in April and Octo- 
ber, 1941, but the deeds thereto 
named only the three principal 
partners as tenants in common. 

(e) Wolkowitz’s son and Liebman’s 
brother were reported as em- 
ployees for social security tax 
purposes until September 30, 
1941, and were on the books of 
the partnership as employees 
until December 31, 1941. 

The cases decided thus far, with pos- 
sibly one exception, do not indicate any 
marked change in the Tax Court’s atti- 
tude to family partnerships. There ap- 
pears to be a difference in emphasis 
and in method of stating the basis for 
the allowance or disallowance, but 
hardly more than that—at least at the 
present time. 

The one exception is the recognition 
as original capital of a contribution de- 
rived from a gift in a prior year of stock 
of a corporation, as was done in the 
Middlebrook case. 


Military Service 

A qualified partner will not lose his 
partnership interest merely because he 
has been inducted into the armed 
forces. Wolkowitz’s son and Harmon’s 
son, having acquired partnership status 
by reason of services rendered were not 
divested of it by entry into military 
service. 

A variation of the military service 
problem will be found in the case of 
Ginsburg v. Arnold. A gift had been 
made to a son and two daughters and 
a partnership formed while the son was 
in the Army. Prior thereto he had 
rendered services, apparently of vital 
character, but at the time he had ren- 


15 —F.(2d)—, (C.C.A. 5, 1949). 
16 —F.(2d)—, (C.C.A. 5, 1949). 


dered the services no partnership 
existed. 

The Circuit Court, citing Culbertson, 
initially disallowed the son as a partner 
on the ground that he had rendered no 
services in the taxable year. Upon re- 
hearing,!6 it vacated the judgment and 
remanded the case to the District Court 
for application of the Culbertson prin- 
ciples. Incidentally, neither court rec- 
ognized the daughters. 


District Court Decisions 
Following Culbertson 


Two recent District Court opinions 
are worthy of consideration. Atkins!” 
supplied capital for a number of ven- 
tures engaged in the business of mar- 
keting petroleum products. In each 
case he would associate himself with 
another individual who acted as the 
operating partner. Atkins himself ren- 
dered no services. 

Atkins thereafter organized a part- 
nership with his son contributing there- 
to his interest in the various ventures. 
His son contributed $20,000 in cash, 
which he borrowed from his father; 
$3,000 in bonds and stock of a corpora- 
tion valued at $16,000, which stock he 
had received as a gift from his father 
three years earlier. 

At the time the partnership was 
created the son was in the armed forces. 
Each operating partner recognized the 
son’s interest. Both son and father had 
the right to sign checks. 

The case was tried without a jury. 
The District Court recognized the son 
pointing out that the income was de- 
rived from investment of capital—not 
from services—and accordingly the 
son’s absence from the business had no 
significance. 

Grayson v. Deal,'® involved a part- 
nership among an individual, his wife 
and children. The case was tried before 
a jury which sustained the partnership, 


17U. S. District Court, Western District of Louisiana, Shreveport Division, September 


30, 1949. 


18 U. S. District Court, Southern District of Alabama, July 29, 1949. 
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Family Partnerships—Befere and Ajter Culbertson 


but the Court set aside the verdict and 
granted a new trial because the weight 
of the evidence did not indicate a bona 
fide intent to form a partnership. 

Grayson was in the retail lumber 
business. In August, 1942, he donated 
a % interest in the business to both his 
wife and oldest daughter. On October 
1, 1942, he gave an additional % inter- 
est each to a son and younger daughter. 

The wife and children had an inter- 
est in the cash, accounts receivable, in- 
ventory and sundry other assets. Gray- 
son retained title in his own name to 
the plant real estate and plant and ma- 
chinery which were used in the conduct 
of the business. These he leased to the 
partnership. 

Initially, the partnership agreement 
provided that Grayson’s decision on 
matters of policy was to be final. Un- 
der subsequent date, there was a provi- 
sion for arbitration, but not necessarily 
with respect to matters of business 
policy. 

The primary purpose of the partner- 
ship was to provide the members of the 
family with independent assets or in- 
come out of which they could purchase 
insurance on Grayson’s life which 
would be exempt from estate taxes. 

Although another purpose was to 
have his family obtain business experi- 
ence, the evidence indicated that no 
member of the family took advantage 
of the opportunity or was able to take 
advantage of the opportunity. The 
daughters were 20 and 14 years old, re- 
spectively, and the son 18 years old. 

The children rendered some minor 
services, but not sufficient to justify a 
partnership interest. None of the new 
partners contributed capital originating 


with them. 


Under his broad managerial powers, 
Grayson had the right to determine the 
amount and time of disbursements to 
his wife and children. He also had a 
power of attorney which gave him the 


19__F(2d)—, (C.C.A. 9, 1949). 
20-—F,.(2d)—, (C.C.A. 9, 1949). 
21_F,(2d)—, (C.C.A. 5, 1949). 
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same control of all real estate owned by 
the partnership as if he were the sole 
owner of the business. 

Although the wife withdrew substan- 
tial sums from the partnership, these 
were deposited in a joint bank account 
and Grayson had the right to draw 
checks on such account. He also had 
the key to a safe deposit box in which 
were held securities purchased by the 
wife with partnership funds. 

Finally, the Court pointed out that 
the wife and children were willing to 
turn over to Grayson refund claims 
totalling $53,000 to apply against the 
assessment due from him. This too, 
indicated a readiness to make all funds 
available to the principal partner. 


Circuit Court Decisions 
Following Culbertson 


Following the Culbertson opinion, 
the Circuit Courts reversed three Tax 
Court decisions remanding the cases 
back to the Tax Court for further pro- 
ceedings in conformity with the opinion 
of the Supreme Court in the Culbertson 
case. These were the Harris!9 and 
Trepte?® cases, reversed by the Ninth 
Circuit, and the Seabrook?! case, re- 
versed by the Fifth Circuit. 

Although the cases were briefed and 
orally argued, the reversals do not 
mean that the decisions will be decided 
in favor of the taxpayers. The re- 
versals merely give the taxpayers an 
opportunity to argue the Culbertson 
principles before the Tax Court. A re- 
view of the facts indicates that some 
difficulty may be encountered in justi- 
fying the partnerships. 

The three cases involve gifts to chil- 
dren by parent or parents who were 
active partners. No child rendered 
services or contributed original capital. 
Under the terms of the partnership 
agreement the parent continued to have 
the sole right to manage partnership 
affairs. 
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One child was married and had a 
child. The entered the armed 
forces before they had an opportunity 
to contribute vital services. Another 
son and daughter were completing 
their education. 

Apart from the payment of income 
taxes and of principal and interest on 
notes to acquire their partnership inter- 
est, the new partners withdrew rela- 
tively nominal sums from their partner- 
ship. 

In Irving Ilenig,-? taxpayer entered 
into a partnership agreement with his 
wife on February 1, 1941, contempora- 
neously making a gift to her of one-half 
of his business. Ten to fourteen years 
earlier, his wife had helped by supply- 
ing her own capital and rendered serv- 
*s to the business. 

The Tax Court disallowed the part- 
nership on the theory that the wife’s 
advances and services in the earlier 
years were not made with the intent of 
making her a partner. The advances 
were loans or gifts to the husband and 
the services merely wifely assistance. 

The Court of Appeals for the District 
of Columbia reversed. It found that the 
wife’s services and capital helped pro- 
duce the subsequent earnings. The wife 
did not donate services and capital in 
the earlier years and receive a donation 
of a partnership interest in 1941. 


SOS 


Conclusion 

Is it possible to draw any conclusions 
from the cases thus far? First and fore- 
most, at least in the Tax Court, tax- 
payers seeking to sustain family part- 
nerships should endeavor to show 
“original” capital or vital services or 
participation in management or control 
of the business. 

Observe all the forms. There should 
be a written partnership agreement. It 


22}, (2d) (CADC, 1949). 
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should not vest control in the principal 
partner to the exclusion of the others. 
Certificates of doing business in part- 
nership form should be filed with ap- 
propriate city or state officials. 

The new partner’s capital account 
should appear in the partnership books. 
He should have unrestricted right of 
withdrawal of profits and should be 
able to show withdrawals for personal 
as distinguished from family purposes. 

The new partner should have the 
right to sign checks and bind the part- 
nership. He should, at least, participate 
in major policy decisions. Financial 
statements should be submitted to him 
periodically and he should understand 
what is going on in the partnership 
business. 

Banks, credit agencies, employees, 
insurance companies and other inter- 
ested parties should be notified. 

Eliminate, if possible, tax saving as 
the motive for the partnership. Demon- 
strate a plausible reason for the part- 
nership. Show the effect of capital on 
the production of business income and 
minimize, if it is the fact, the effect on 
profits of the services rendered by the 
principal partner. 

In the alternative, demonstrate that 
the principal partners were amply com- 
pensated for their services before part- 
nership profits were distributed. 

If there is a provision in the partner- 
ship agreement regarding purchase of 
share of a deceased partner, all part- 
ners should be treated alike. If there 
are substantial variations in partners’ 
capital accounts, it may be desirable to 
allow for interest on capital before dis- 
tribution of profits. 

In short, the new partner should act 
as though he was investing his capital 
or services in a partnership with utter 
strangers. 
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Some Income Tax Problems Incident to 
Corporate Insurance on Stockholder- 


Executives’ Lives 


By AspraHamM J. Brivorr, C.P.A. 


A DISCUSSION of corporate insurance 

on stockholder-executives’ lives 
may be subdivided into two broad cate- 
gories—those plans where the tax con- 
sequences may be predicted with rea- 
sonable certainty and those which 
require conjecture and crystal gazing in 
order to anticipate the tax problems 
stemming therefrom. 

Two illustrative problems may be 
raised under the topic of corporate in- 
surance on stockholder-executives’ lives 
which have well settled tax conse- 
quences. The first involves a corpora- 
tion which finds that one of its execu- 
tives (who is quite incidentally, and to 
a small extent, a stockholder) has be- 
come a valued asset of the corporate 
entity. In order to protect this valuable 
asset from the consequences of death, 
the corporation feels itself called upon 
to purchase insurance on the life of the 
valued executive, the key-man. Assum- 
ing (1) that the amount of the insur- 
ance bears some relation to the potential 
contribution of this executive, (2) that 
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the policy is of the term or whole-life 
type, and (3) that the corporation is 
made the beneficiary of the policy— 
there is little question but that no one 
would have any basis for objecting to 
this protection. The premiums on this 
policy would not be a deduction for 
corporate income tax purposes ; the pro- 
ceeds from the policy, payable on death, 
would not be taxed to the corporation ; 
the executive-stockholder would have 
no tax consequences as a result of this 
policy, inasmuch as he has received no 
benefits under the policy (excepting for 
the fact that the value of his stock may 
have been increased to a certain extent 
by this insurance). 


A second simple problem would be 
one whereby the executive-stockholder 
believes that it would make his budget- 
ing somewhat easier if the corporation 
were to pay premiums on insurance 
taken out on his life, and upon which 
his estate or any beneficiary selected by 
him would receive the proceeds upon 
his death. Under such circumstances, 
the premiums paid by the corporation 
would be considered to be additional 
compensation to the executive-stock- 
holder (constructively received by him 
during the years when the premiums 
are paid) and taxed to the executive as 
additional compensation. Of course, the 
deductibility by the corporation of this 
additional compensation would be de- 
pendent upon the reasonableness and 
necessity of the aggregate compensation 
of the executive. To the extent that the 
Internal Revenue Bureau determines 
all or a portion of the compensation 
thus paid to be excessive, the overpay- 
ment would become, in effect, a divi- 
dend paid to the stockholder. 
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There is also, to a verv limited extent, 
life insurance protection for stock- 
holder-executives incidental to a group 
insurance plan—limited in the sense 
that we generally think of plans to in- 
sure executive-stockholders’ lives as 
involving substantial amounts of insur- 
ance on a single life. 


When we depart from the first cate- 
gory (the simple plans) and enter the 
field wherein there is much conjecture, 
we are confronted by two types of plans 
—insurance incidental to deferred com- 
pensation and insurance incidental to 
agreements for stock purchases. In con- 
nection with this category, I would like 
to counsel caution in urging such plans, 
inasmuch as much potential danger sur- 
rounds them. 

Much capital has been made by in- 
surance planners of the possibility of 
utilizing insurance to fund employment 
contracts containing provisions for re- 
tirement or pension payments. It is 
suggested by the life underwriter that 
the purchase (by the corporation) of 
insurance (annuity or endowment), 
coupled with a limited assignment 
thereof, will give the shareholder-exec- 
utive added security without giving him 
current taxable income, inasmuch as 
the rights thus given to him are forfeit- 
able up to retirement age, etc. 

Details of the method of procedure 
suggested by one life insurance com- 
pany are as follows: 

(a) Forfeitable rights are given to 
the employee. 

(b) The corporation purchases in- 
surance on the life of the employee, in 
the role of applicant and owner of the 
policy. 

(c) The policy is endorsed to permit 
the corporation to direct that, at death 
or prior surrender, the proceeds be 
made payable to the employee, his 
estate, or designated beneficiary. 


(d) A limited assignment is exe- 
cuted to protect the employee in the 
event of insolvency or non-payment of 
premiums. 
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The underwriter outlining the fore- 
going plan (which is typical of many 
such plans) suggests that the following 
tax consequences will result: 


(a) No immediate deduction by the 
corporation for the premiums. 

(b) No immediate tax liability for 
the employee on the premiums. 

(c) Possible deduction by corpora- 
tion as payments are made by the corpo- 
ration (after retirement). 

(d) Tax payable by employee only 
after retirement, on the payments re- 
ceived in each year. 

(e) No Section 102 involvement, 
inasmuch as the corporation is funding 
a bona-fide anticipated obligation. 


It nevertheless appears to me that 
there are many present, and even more 
future dangers in the plan, as follows: 

(a) The Roberts Filter Mfg. Co. de- 
cision (CCA-3, 174 F(2) 79, affirming 
10 TC 26) indicates a tendency on the 
part of the courts to discourage special 
employee fringe provisions which are 
out of the scope of Internal Revenue 
Code Section 165. It is possible there- 
fore that the purchase of the insurance 
and annuity per se would lead to the 
invocation of the 102 bugaboo (as being 
an investment unrelated to the accepted 
business needs). 

(b) There is the distinct possibility 
that the Bureau would hold (with pos- 
sible success) that the pension agree- 
ment was the result of a waiver of a 
present salary increase or salary pay- 
ment, with the result that the executive- 
stockholder would be taxed currently 
under the doctrine of constructive re- 
ceipt (and unfortunately, the executive- 
stockholder may thus find himself over- 
insured, or at least faced with the 
problem of raising tax monies from 
other resources.) It may be argued that 
the executive received nothing currently 
from the insurance contract; neverthe- 
less, the insurance contract plus the 
pension agreement plus the stockholder 
relationship (in a close corporation) 
could spell out a waiver of current in- 
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Tax Problems Incident to Corporate Insurance on Stockholder-Executives’ Lives 


come which could, nevertheless, be 
taxed as having been constructively re- 
ceived. This situation is only slightly 
removed from. the decision of the Tax 
Court in Dupree (1 TC 113) and in the 
related Proctor & Gamble case of 
Brodie (1 TC 275). 


(c) There is a further possible day 
of reckoning (which can prove to be far 
more catastrophic in its impact)— 
namely, the day when the executive re- 
tires or completes his term of employ- 
ment. This day is critical—for it may 
be that the Bureau (having waived the 
possible application of the constructive 
receipt doctrine) would seek to tax the 
entire pension privilege in that year— 
for that is the year in which the pension 
privileges presumably vest and become 
non-forfeitable, and nothing further 
needs to be done to earn the retirement 
payments. That is the year when the 
stockholder-executive received econom- 
ic gain, which we know from Helvering 
v. Horst (311 U.S. 112) is subject to 
tax in the hands of a cash-basis tax- 
payer as fully and as completely as cash 
in hand. 


In this connection, the House Ways 
and Means Committee of the 80th Con- 
gress had before it a bill which would 
have prevented this result from occur- 
ring in pension situations provided that 
the following three conditions were also 
met: 


(1) There was no funding by a life 
insurance contract. 

(2) The employee did not own more 
than 10% of the stock. 

(3) The agreement did not have asa 
principal purpose the deferment 
of compensation. 

Since this act failed of passage, the 
answer as to the tax consequences of the 
vesting of pension agreements in their 
most chaste state is in doubt. How 
much more doubtful must it be where 
the pension agreement is funded by a 
life insurance contract, 7s for the benefit 
of a substantial stockholder, and is in- 
tended to defer compensation. 
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It is this uncertainty of the present, 
coupled with the added uncertainty of 
the future, together with the under- 
standable tendency of the Bureau and 
the courts to discourage schemes of tax 
avoidance (no matter how clever) 
which should prompt us to urge re- 
straint in counseling clients on matters 
related to deferred income. 


The acquisition of life insurance is 
also considered in connection with 
agreements for the purchase and sale 
of stock interests in close corporations, 
upon the death of a shareholder. Such 
buy-sell agreements generally provide 
that the estate of the deceased stock- 
holder must first offer his shares to the 
corporation and then to the surviving 
shareholders (or vice versa), before 
making a public offering of the dece- 
dent’s shares. Incidental to such an 
agreement, the shareholders may desire 
to make certain that if they survive they 
will have sufficient funds with which to 
purchase the shares, without seriously 
impairing the business operation; or 
should they die, that their beneficiaries 
and dependents would not be left with 
a block of shares which can not readily 
be converted into cash. The necessary 
funds to accomplish the dual objectives 
might be created by life insurance. 


The first question arising in connec- 
tion with the foregoing problem is: 
should the insurance be purchased by 
the corporation with proceeds payable 
to it (which would put the corporation 
in a position to retire the stock) or 
should the insurance be purchased by 
the several shareholders individually ? 

Assume for the moment that it is 
decided that the corporation should 
purchase the shares. Certain added 
problems then arise: 

(a) What will happen if at the time 
of the death of a surviving shareholder 
the corporation is solvent but, neverthe- 
less, has a surplus insufficient to pur- 
chase all of the decedent’s shares? Will 
the estate be considered to have re- 
ceived a dividend by reason of the ap- 
plication of IRC 115 (g)? 
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(b) Or if the corporation is solvent 
and does, in fact, purchase all of the 
shares of the decedent, will the Com- 
missioner assert that there has been a 
distribution from the corporation as an 
agent of the surviving shareholders, 
with the resultant tax to be imposed on 
such survivors? This situation is not 
too far removed from that of Wall (164 
F (2) 642), where the corporation was 
decmed to be acting as the agent of the 
surviving shareholders. 

(c) Where the policy is made pay- 
able to a beneficiary other than the cor- 
poration, the premiums paid by the 
corporation would undoubtedly be con- 
strued as a dividend to the sharehold- 
ers (Paramount-Richards, 153 F(2d) 
602). 

All of the foregoing discussion is in- 
tended to point up the problems which 
confront us on every turn, when we at- 
tempt to use a corporation to accom- 
plish a personal objective of its share- 
holders. Of course, the Section 102 
bugaboo may arise in this connection 
also, unless the business purpose of the 
insurance can be shown. 

Assume then that the surviving 
shareholder is charged with the obliga- 
tion of purchasing the decedent’s shares, 
then insurance plans of two types have 
been suggested: 

(a) The more common one involves 
cross insurance, whereby each share- 
holder insures the life of the other 
shareholder and, upon the death of a 
shareholder, the survivor is charged 
with the responsibility of using the pro- 
ceeds to purchase the decedent's inter- 
est. The buy-sell agreement might 
provide that the survivor is also obli- 
gated to purchase the insurance policy 
on his own life which the decedent 
owned—the price of such purchase 
would generally be some figure between 
the cash surrender value and the aggre- 
gate premiums paid by the decedent. 

(b) The other (devised, probably, 
because of the possible uncertainty of 
the continuity of the business entity, or 
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some other contingency) provides that 
each shareholder will insure his own 
life for a certain sum and that, upon 
the death of a shareholder, the insur- 
ance proceeds will be applied to reduce 
the price to be paid for the shares owned 
by the decedent. In this connection, the 
Legallet case (41 BTA 294) is in point, 
with its logical holding that the basis 
of the newly acquired shares in the 
hands of the surviving shareholder is 
the amount which he paid for the shares 
and ts not to include the insurance pro- 
ceeds paid to the decedent’s estate and 
applied towards such purchase. 


A word about the estate tax conse- 
quences. Assuming the bona fides of 
the transaction, it is generally conceded 
that the amount which will enter into 
the gross estate of the decedent would 
he the agreed price of the shares and 
would not require a duplication of val- 
ues—the stock on the one hand and the 
insurance on the other. Where, how- 
ever, the transactions are not at arm's 
length, any differential between the con- 
sideration paid for the stock and the 
fair market value thereof would be in- 
cluded in the gross taxable estate. 


In summary, it is urged that there is 
an important place for corporate insur- 
ance on stockholder-executive lives, but 
that we face costly tax consequences 
where such insurance is intended to 
serve a tax avoidance objective. The 
importance of looking into the crystal 
ball is evident from the fact that life 
insurance plans do not reach fruition 
until several years after the inception 
of the plan. During that time, any tax 
avoidance loopholes in our tax structure 
will have been discovered and, undoubt- 
edly, effectively plugged. 


Let us counsel the use of life insur- 
ance where, upon examination, we de- 
termine the need for the protection 
which it can provide and not as a device 
for avoiding taxes. Then, any tighten- 
ing up of the tax laws will not endanger 
the plan thus developed. 
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THEORY OF ACCOUNTS 
Thursday, November 17, 1949—9 a. m. to 12.30 p.m., only 


This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Group I—Answer all questions in this group. 

1 [15] @ Explain how a contingent liability may exist in connection with each 
of the following and (4) explain fully what recognition, if any, should be given to cach 
of the items in preparing a balance sheet: 

(1) Federal income taxes 

(2) law suits in which you are the defendant 

(3) guarantee of products 

(4) accommodation endorsements 

(5) purchase orders issued 

(6) land which was mortgaged, but which has been sold 

2 When a busines is purchased as an entity, the price paid often differs from the 
equity shown by the records of the vendor. 

Explain fully why the sale value of a going business may differ from the book value 
even where acceptable accounting practices have been followed in keeping the accounts 
of the business. [19] 

3 [10] You have a client who wishes to include as a part of the cost of raw 
material in stores all of the cost of acquiring and handling incoming material. You are 
asked to: 

a Name the principal items which may enter into the cost of material acquisition 
and handling. 

bh Give the arguments favoring the inclusion of these items as a part of the cost 
of raw material in stores. 

c Give the arguments against the inclusion of these items as a part of the cost 
of raw material in stores. 

4 [15] State whether in financial accounting cach of the following items is 
commonly included in current operations or deferred in some manner. Also explain 
fully how effectively or ineffectively the usual procedure matches costs with revenue. 

a Purchase discounts 
b Selling expenses 
c Plant rearrangement costs 


Group II—Answer any four questions in this group. 

5 [12%] The following data relate to Federal income-tax regulations. Answer 
all parts. Your grade will be based on the number of correct answres. No reasons need 
be given to support vour answers. List the numbers and opposite each number show 
the letter that identifies the correct answer. 

a Ash died January 1, 1943, and by his will established a trust providing among 
other things that the entire net income should be paid to his widow Bertha, 


1950 101 








The New York Certified Public Accountant 


for and during her life, in at least quarterly installments. Ash further 
provided that the trustee should have full power to determine whether any 
receipt constituted income or principal. Both Bertha and the trust kept 
books on the cash basis and for the calendar year. 


During 1948 the trustee received: 
(1) Dividends from dcmestic corporations: 
oN SP ROOT CES ENR ST RT ie CR $25,000 


Stock dividend—25 shares common stock of X Corpcration having 
a fair market value of $10 per share (X Corporation has only one 


UNDE OE SNe CUMMINS 655 ona 0 0s 5ibc eee 8k p050 3 4s eae oe _—_ 

(2) Interest from: 
City of Bluffton, Ind. direct obligation public improvement bonds 2,500 
Mortgage bonds—domestic corporations ........eeceeeseeeeeces 7,500 
(3) From sale of 150 abares: of ¥ Corporations. oc. 6.c.ccnccccciscceccere 1,500 


(Included in Ash’s gross estate for Federal estate tax purposes at 
a total value of $900) 


By December 31, 1948, the trustee had distributed to Bertha all the net income in 
respect of interest and dividends and also, in accordance with the state law, the 25 shares 
of X Corporation which were received as a stock dividend. On December 30, 1948, the 
trustee also determined that the gain on the sale of Y Corporation shares constituted 
income and should be distributed to Bertha, but the $600 was not paid over to her until 
January 10, 1949. 

If Bertha has no other income, her taxable gross income for Federal income-tax 
purposes for 1948 will all be trust distributions. Which of the following items will be 
included therein? 


(1) (a) dividends of $25,000 (6) dividends of $25,250 (c) dividends 0, the trust 
paying the tax 


(2) (a) interest of $10,000 () interest of $7,500 (c) interest of 0, the trust paying 
the tax 


(3) (a) long-term capital gain of $600, (6) ordinary income in the amount of $600 
in respect of the profit on the sale of Y stock (c) no amount in respect of the sale of Y 
stock, the trust paying the tax on what was a capital gain to it (d) no amount in respect 
of the sale of Y stock because she did not actually receive the $600 until January 10, 1949 


b The following items are to be considered in the X Corporation’s 1948 Federal 
income-tax return: 


(1) January 1, 1948, the Corporation purchased factory and site, paying $20,000 
and assuming a mortgage of $40,000. The land was valued at $10,000 and 
the building had an estimated remaining useful life of 20 years with an 
estimated salvage value at the end of that period of $5,000. 


(2) The Corporation paid or provided for the accrual of the following taxes: 


State income taxes accrued during the year............ecc00. $12,000 
General real property taxes accrued during the year.......... 1,600 
Special assessment taxes paid for paving of street along front 

Br DUIS: Sass. ccd sak ccs a ercicivaoersie how elencie ene ae 2,000 


(3) July 1, 1948, the Corporation paid a dividend in kind in shares of the Y 
Corporation acquired in 1928 at a cost of $10,000 and having a fair 
market value of $1,000 at date of distribution. 


(4) December 1, 1948, the Corporation sold an unimproved lot for $500 to 
Adams, a stockholder. The lot cost the Corporation $6,000 in 1945. 
X Corporation has only one class of stock outstanding owned as follows: 


PO AIIG wos ceativ en cae sie re selec eee 21% 
PRA ATTIS WIG ita eka sanded ood tien lara ereaatora eae nOReES 21% 
Prednis wehiiken >) oc aoiee oe sence eas 15% 
MS ASOT OLALION 15 s5o oes Sa eae See ee 43% 


In its return for 1948 which of the following items may X Corporation deduct? 
(1) Depreciation on building of (a) $2,250 (b) $250 (c) $500 (d) $2,000 
(2) Taxes in the amount of (a) $12,000 (b) $1,600 (c) $13,600 (d) $15,600 (e) $3,600 
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(3) Loss on property distributed as a dividend of (a) $9,000 (6) $4,500 (c) to the 
extent of gains plus $1,000 or net income, whichever is less (d) 0 


(4) Loss to the corporation on sale of property to Adams would be (a) $5,500 (6) 
$2,750 (c) to the extent of gains plus $1,000 or net income, whichever is less (d) 0 

6 [12%] The retirement method of accounting has frequently been advocated for 
use by public utility concerns. This method proposes that no reserve should be set up 
for depreciation, but that the cost of assets retired should be charged against operating 
revenue of the period in which the retirement is made. The use of a small reserve for the 
purpose of approximately equalizing such charges between years is a modification of 
the retirement method, usually being identified as the retirement-reserve method. It 
dos not contemplate a reserve such as a depreciation reserve but merely an equalizing 
reserve. In some instances the cost of property retired is not eliminated from the 
accounts, but replacements in kind are charged to revenue of the period in which they 
are made. 

Some of the arguments advanced for the retirement method are as follows: 

a In dealing with a combination of a large number of units of fixed property 
which are used as a unit in production, there is continuous replacement of 
various units. Through this replacement of property and through mainte- 
nance of the property there is never a loss of serviceability or efficiency of 
the property. In fact in some instances, such as a railway roadbed, service- 
ability increases with aging. Therefore, sufficient charges against income to 
provide for maintenance and replacement when it occurs are all the charges 
that are warranted. 

b In the case of a railroad or other public service business, there is no expectation 
of complete retirement of productive assets; therefore, there is no need to 
provide a reserve designed to amortize the cost of such assets. Since the 
public must pay a rate sufficient to provide such a reserve, if one is set up, it 
is unfair to impose this added cost on the consumers who would not benefit 
from the cash accumulated from this higher rate. 

c Rates of depreciation are based on service life and it is impossible to estimate 
service life for units of property with any reasonable degree of accuracy. 


You are to give the arguments against the use of the “retirement method” or the 
“retirement-reserve method” of accounting. 


7 A client is entering into a partnership agreement and requests that you present 
the advantages and disadvantages of using “Average Capital” as a basis for distributing 
to the partners the profit or.loss of the partnership, including a complete statement of 
the reasons for your conclusions. [12%] 


8 The P corporation has investments in several other companies. The question 
has arisen as to which of these affiliated companies should be included in consolidated 
statements of the P corporation and its subsidiaries. 

State three conditions that should be met before any particular company is included 
in the consolidated statements and justify or give the reason for each condition. [12%] 


9 A manufacturing company, in order to improve its relationship with its principal 
supplier of raw materials, decides to acquire some of its common stock. The following 
terms are finally agreed upon: The supply company is to be issued 5,000 shares of the 
manufacturing company’s no-par common stock. This stock has a stated value of $25 
per share and is currently selling in small lots at approximately $45 per share. In return 
for this 5,000 shares, the supply company will give the manufacturing company 2,000 
shares of its $100 par value common stock now held in its treasury. The supply com- 
pany’s stock is currently quoted at about $90 per share. The supply company has 
25,000 shares of common issued and it will all be outstanding after completion of the 
exchange. 

Discuss fully the reasons for and against at least three bases of valuation which 
might be considered by the manufacturing company for recording the 2,000 shares of 
supply company stock it will receive. (Do not include income-tax considerations.) [12%] 


ee 
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COMMERCIAL LAW 


Friday, November 18, 1949—9 a. m. to 12.30 p. m., only 


Except for questions No. 11 and No. 12 in Group II, which are “objective” type 
questions, reasons must be stated for each answer; no credit will be given for an answer 
unsupported by a statement of reasons. Whenever practicable, give the answer first and 
then state reasons. Answers will be graded according to the candidate’s evident knowl- 
edge of the legal principles involved in the question rather than on his conclusions. 
Answers to questions involving negotiable instruments, partnerships and sales should 
be based on the provisions of the pertinent Uniform Law. 


Group I—Answer all questions in this group. 


1 


bo 


we 


[19] 
a Describe the relationship of principal and agent, so as to distinguish it from 
the relationships of an independent contractor. 
b In what three ways may an agency relationship be created? 
c State two situations in which notice to an agent is not notice to his principal. 
[19] 
a What is a contract? 
b Name four requirements that are essential to make a contract enforceable at 
law. 
c Name an exception to the general rule that the rights arising under a contract 
may be assigned. 
? What five types of contracts must be in writing in order that an action may be 
enforced thereon? 
[19] 
a Where a negotiable instrument is ambiguous, what are the rules of construc- 
tion and interpretation as to: 
(1) conflict of words and figures 
(2) instrument provided for payment of interest without specified date from 
which interest is to run 
(3) undated instrument 
(4) conflict between written and printed provisions X 
(5) instrument containing words “I promise to pay” signed by two persons? 
b Name five defenses available to the maker of a promissory note as against a 
holder in due course.” 
[19] 


a Describe a bailment so as to distinguish it from a: 


(1) mortgage 
(2) pledge 
(3) sale 
b What may be the subject matter of a bailment? 
c Who is responsible for expenses incurred in connection with a compensated 
bailment? 
i+} 
a A partnership agreement provided for a definite term. Upon the expiration of 
that term, the partnership was continued without any new agreement. How 
did this affect the partnership? 
b Name five ways in which a partnership may be dissolved. 


Group II—Answer any five questions in this group. 
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[19] 

a Allen owes Burt two matured debts, one for $500 and the other for $800. After 
the $500 debt is barred by the statute of limitations Allen makes a payment 
on account of $400, but neither party says to which debt the payment applies. 

(1) To which debt does the payment apply? 


(2) Why? 
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b Abraham leases a building to Benjamin for ten years with an option to buy 
for $50,000 on terms to be agreed upon. Benjamin occupies the building, 
making extensive repairs and improvements at a cost to him of $10,000. 
Within the time allowed in the option, he gives notice of his acceptance 
of Abraham’s offer to sell. Abraham refuses to agree upon terms and re- 
pudiates the contract to sell. Benjamin then tenders $50,000 in cash. 

(1) Can Benjamin obtain specific performance and a deed of conveyance? 

(2) What is the significance of the phrase “terms to be agreed upon” and 
what, if anything, is the significance of the fact that there were extensive 
improvements made by Benjamin? 

7 [10] 

A common carrier accepted a shipment of goods at Chicago for delivery to a buyer 
in Boston, Massachusetts. The goods were in transit betwen the two cities. State and 
explain briefly whether the carrier would be liable to the owner of the goods if they 
were destroyed under the following conditions: 

(1) The goods were destroyed by a fire caused by a bolt of lightning. 

(2) The goods were destroyed by a riot of 100 people. 

(3) A discharged employee, holding a grudge against the carrier, caused a wreck 
which destroyed the goods. 

(4) The goods were destroyed by a fire caused by the negligence of an employee 
of the carrier. 

(5) The goods were destroyed because of improper packing by the shipper of 
the goods. 


8 [10] 

Smith was a surety on Paul’s contract with Carr. The statute of limitations 
barred actions on such contracts and on all debts five vears after maturity. 
Four years after maturity, Smith paid Carr for Paul’s default on the contract. 
Two years later, Smith sued Pau! for reimbursement. Paul pleads the statute 
of limitations. 


¢ 


(1) Can Smith recover? 
(2) Why? 

b A is principal and S is surety on an obligation to C. On default C sues A and 
attaches A’s auto. Because A needs the use of his auto in his business he 
obtains its release by furnishing a bond signed by D. Judgment is obtained 
by C, which is paid by D so as to be released on his bond. D seeks contribu- 
tion from surety S. 

(1) Can D obtain contribution from surety S? 
(2) Why? 

c A, B and C were partners. S was their surety on a continuing guaranty to E. 
A retired from the partnership. The business was continued by B and C. 
Thereafter, new credits were extended by E, upon which the partnership 
defaulted. 

(1) Is S, the surety, liable to E on the last extension of credit? 
(2) Why? 
Q [10] 

a The X Fuel Corporation and the Y Iron Corporation enter into an agreement 
to form a partnership, known as the XY Company, for the manufacture and 
sale of steel bars and sheets. 

(1) Can the corporations form such a partnership? 
(2) Why? 

b A stock certificate is stamped “transferable only on the books of the corpora- 
tion.” 

(1) Can ownership of such a stock be transferred from one holder to another 
without registering transfer on the books of the corporation? How may 
a transfer be made? 

(2) Explain and give the reasons for your answer. 

c In general, what are the rights of existing stockholders to acquire new stock: 

(1) where there is an increase in capital stock of the corporation? 

(2) as to stock which had been previously issued but which has been re- 
acquired by the issuing corporation? 
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10 [10] 
a S sold an automobile to B for $1,500. S made the following untrue statements 
to induce B to buy the car. 

(1) “This car is a 1948 model.” In fact, it is a 1947 model. Would you allow B 
to recover damages from §S for breach of warranty? Why or why not? 

(2) “You won’t have to spend a cent for repairs for the next 5,000 miles.” 
B spent $100 for repairs to keep the car serviceable and in running order 
before he had driven 2,000 miles. Would you allow B to recover dam- 
ages for breach of warranty from S? Why or why not? 

(3) “This car was owned by Mr. X who always kept it in repair.” It was 
owned by Mr. Z as B knew. Would you allow B to rescind because of 
this statement? Why or why not? 

b Does good faith on the part of a seller in making a statement which is untrue 
have any effect on his liability for breach of warranty? Why or why not? 


11 List the numbers (1) to (10) in a column and opposite each number write True 
if the corresponding statement is true or False if the statement is not true. Grade will 
be based on the number of correct answers. No reasons need be given. [19] 

(1) At common law, dower of a widow consists of a life estate in one half of the 
real estate owned by her husband during their married relationship and not released 
by her during that time. 

(2) A joint tenancy of land can not be destroyed unless all the joint tenants assent 
thereto. 

(3) Property held by tenants in common can be effectively leased by a majority of 
the tenants, over the protest of the minority. 

(4) A life tenant of real property has no right to cut timber therefrom, sell it and 
retain the proceeds unless timber operations were under way or anticipated at the time 
the life estate was created. 

(5) A person who leaves a will is said to die intestate. 

(6) A life tenant’s interest in real property may not be sold. 

(7) A life tenant of real property has no right to mortgage his interest without the 
consent of the remainderman. 

(8) A quitclaim deed to real property effectively passes good title to the grantee if 
the grantor had good title. 

(9) A warranty deed, completed in detail, is not effective until it has been delivered. 
43 (10) A will has no effect on title to property owned by the maker until the maker 

ies. 


12 List the numbers (1) to (10) in a column and opposite cach number write True 
if the corresponding statement is true or False if the statement is not true. Grade will 
be based on the number of correct answers. No reasons need be given. [10] 

(1) Under no circumstances may a person who knows of a defense to a negotiable 
instrument take it free of that defense. 

(2) A person who pays less than the face value of a negotiable instrument may not 
be a holder in due course for the full amount of the instrument. 

(3) A qualified indorsement of a negotiable instrument bars later takers from being 
holders in due course. 

(4) The holder of an “order” negotiable instrument can not transfer any right to 
the instrument without an indorsement of it. 

(5) A note otherwise negotiable is made non-negotiable if the holder at his election 
may take either money or designated property as payment. 

(6) A drawee bank which has paid a check made payable to the order of the payee 
but bearing only his forged indorsement, followed by several genuine indorsements, 
must at the request of the drawer eliminate the charge against the drawer’s account. 

(7) A drawee bank has no obligation to the holder of an ordinary check even 
though the drawer has an adequate balance with which to meet it. 

(8) The negotiability of a check is not affected by reason of the fact that it is 
postdated. 

(9) An indorsement “Pay to A for collection” is a restrictive indorsement. 

(10) The acceptor of a bill of exchange is not liable on the bill if the signature of 
the drawer is forged. 
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AUDITING 
Friday, November 18, 1949—1.30 to 5 p. m., only 


Group I—Answer all questions in this group. 


1 You are to verify the finished goods inventory of a manufacturer in connection 
with an annual audit. 

Present, in outline form, a complete audit program such as would ordinarily be 
followed in the verification. [12] 


2 List and give briefly the purpose of all audit procedures which might reasonably 
be taken by an auditor to determine that all fixed asset retirements have been recorded 
on the books. [19] 


3 [15] You have been employed to make an audit for the first time of the Craw- 
ford Corporation for the year ended December 31, 1948. Your investigation of the 
single prepaid expense and deferred charge account disclosed the information given 
below. 

You are required to: 

a@ Prepare the adjusting journal entries necessary to correct each individual item 
if, in your opinion, an adjustment is necessary. 
b Briefly state the procedure you would follow in the audit of each debit in 


the account. 
Prepaid Expenses and Deferred Charges Debit 
CP) TMtevests.. CSnccccc cage ea cakes ie wee ee aee cee nae eae eeeacecae $1,200.00 
(Interest paid in advance on a $30,009, one-vear 4% note, dated 
October 31, 1948, to the First National Bank) 
2) Accounts Reckivaiie. oc ccueceucesatecaeuunuce, anuuueatcnseetac 476.20 
(This represents an entry cf September 30, 1948, made to the 
credit of the accounts receivable controlling account for the 
purpose of agreeing the controlling account with the sum of the 
subsidiary account balances; the discrepancy had existed for 
three years.) 
Flood Damage ......... loader gees ese setaveeeeecene Caceuuevets 4,765.00 
(This represents an uninsured loss from damage to factory ma- 
chinery caused by a river flood in March 1948.) 
€4) Tigedl. SG ns i chcvncednctdsé.nnsdnececeseansssdeeneenis 5,000.00 
(This represents the discount on $200,000 of 3%, 20-year, first 
mortgage bonds, sold January 2, 1947.) 
(5) Oepanrmtiie: BEDERGO: xo osc0c08 605s sacbenees tee eee eeeseeeees 800.00 
(This represents legal fees incurred when capital stock of no par 
value was issued to replace the outstanding par value capital 
stock in 1948.) 


~ 
(5) 


4 [13] The Jones Manufacturing Company, Inc. earned during the calendar year 
1948 a profit of $64,000 before providing $32,490 for Federal income taxes. The com- 
pany is on a calendar year basis for Federal income-tax purposes. ; 

The above profit reflects certain items charged or credited thereto during the year 
which were not in the routine course of manufacture and sale. They are as follows: 

(1) The company made a provision to the reserve for bad debts of $2,000 and 
charged against the reserve $1,500 of accounts written off. 

(2) The company charged to expense and credited to a reserve for inventory write- 
downs the amount of $4,000. No writedowns were made during the year as the reserve 
was in anticipation of possible market declines. 

(3) The Company sold for $1,500 equipment having an original cost of $2,000 and 
accumulated book depreciation thereon of $1,000, earning a book profit of $500 which 
was credited to income. 


Following is an analysis of surplus as shown by the books: 
g y y 


Surplus. Januaty FT, 194Gs csccee Sede cctackipceceteveseuseresncens $128,000 
Add: 
Net prot for veer Caliee (atee hs oiicc be kecxccintece woes reeneee ns 31,510 
Excess reserve for contingencies no longer required....... hele vie sis 5,000 
Real estate taxes for prior years refunded in 1948 because of original 
OVETASSESSMMCNE cccccosceseveserccervessreseerecesecesoecseses 


Bieee——Pirplenle: Pail obec ace cede dechekwaconewenereoretemes 





Siienias. Dreseminer G0. TOA cs. cick nase scan catnnceaerenneucncpane 
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You are informed that while the company provides on its books for depreciation 
on machinery and equipment at 10%, the United States Treasury Department has con- 
sistently allowed the company, since inception, depreciation computed at 5%. The 
excess unallowable depreciation for 1948 amounts to $2,500. The company, on the 
accrual basis, provides for bad debts through a reserve, but previously adopted the 
charge-off method of claiming bad debts for tax purposes. Its basis of inventory valua- 
tion for both accounting and tax purposes is cost or market, whichever is lower. 


You are furnished the following computation of taxable income: 


Net income per books (Chelore taxee) so. ceive. asc e-s.c:0:5 4,0 accion vie wiewere “ $64,000 
Add: 

Provision. Cor UOOUNES SONOIO acs <66cc. kts 000s kde ceasaxeeeeeeeen 4,000 
Excess of book depreciation over allowable depreciation on machin- 

ery and SUDICIIE: is :015 ole nip's singin arn slain a dione nevertsgieie:onats aan sverarae 2.500 

Excess reserve for contingencies credited to surplus............00+ 15,000 

RIN LATMOONSLE Ju ici5: 5.515 0 een ba w bing se a ere ai malblan ta’ es Kalb sine Dewlneue eae $85,500 

Provision thereon (at 38% of taxable income)....... wcararaseen a2516 pene $32,490 


You are to prepare a corrected computation of taxable income and income-tax 
expense for the year. Comment very briefly upon any changes in the company’s com- 
putation made by you. State or local income taxes are not to be considered. 


5 The Bickers Company, for 20 years manufacturers of “Washwell” washing 
machines, sells its product under a 5-year guarantee against defective production. 

At December 31, 1948, its balance sheet included among its current liabilities the 
item, “Reserve for product guarantees,—$84,325.00.” This account has been credited 
with $5.00 for every machine sold and debited with amounts paid dealers who have 
serviced machines pursuant to the terms of the guarantee and with other expenditures 
incurred in accordance with the terms of the guarantee. 

The retail price of the machine during the last five years has ranged from $150.00 
to $250.00, but the amount credited to the guarantee reserve has been on the same basis 
during this period. The price to dealers allows them a margin of 40% of the retail price 
out of which they are to pay all installation costs and provide all labor required to com- 
ply with the terms of the guarantee. Parts and materials used in carrying out guanantee 
terms are charged to Bickers at cost to the dealer. If it is necessary to return the 
machine to the factory, the Bickers Company pays transportation and all servicing 
Such costs are accumulated on a blanket work order for each month. The com- 
ach dealer claiming reimbursement for parts used, a detail list of 
parts, the customer’s name, the serial number of the machine and a certification as to 
the work having been done. This is approved by the company service manager. 

Assuming this is your first audit of the Bickers Company, prepare an audit pro- 
gram for the verification of the “Reserve for product guarantees.” [10] 


costs. 
pany obtains from 


Group II—Answer any four questions in this group. 


6 In connection with various steps, other than those concerned directly with notes 
and mortgages payable in the usual annual audit, the auditor’s verification work assists 
him in determining that all notes and mortgages payable are properly recorded on the 
books of his client. List eight of these procedures, stating the manner in which each 
procedure aids in determining that notes and mortgages payable are correctly recorded. 
[19] 

7 State what auditing procedures should be followed, including what documents 
you would wish to inspect, in determining the correctness of (a) wages, (b) sales 
allowances. [10 

8 You are engaged to make the regular annual audit of a large transient hotel. 
State the audit procedure you would follow in connection with the income from guest 
rooms. [10] 

9 In connection with an annual audit of a corporation engaged in manufacturing 
operations, it is customary to read the minutes of the meetings of the stockholders and 
of the board of directors. 
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Name ten important items that might be found in the minutes of the meetings held 
during the period under review which would be of interest and significance to the 
auditor. [10] 

10 [19] You have been engaged to audit the accounts of a partnership operating 
as insurance agents, selling fire and casualty insurance. 

a You are to state the records and reports which you would expect to find that 
deal with the agent’s relationship with the insurance companies. 

b You are to state briefly the audit procedure you would follow to verify the 
liability to the companies. 

11 You have been making the annual audit of a manufacturing company as of 
December 31 for each of the past five years and have been engaged for this year. The 
company has a good system of internal check and control. In order to spread out 
your work as much as is feasible, you wish to do as much interim work as can profitably 
be done on this engagement, starting about November 1. 

Outline the principal work which could reasonably be done during November. [1°] 


PRACTICAL ACCOUNTING — Part I 
Wednesday, November 16, 1949—1.30 to 6 p. m., only 


Solve problem 1 and any two of problems 2, 3 and 4. 

1 [14] The following statements relate to Federal income taxes. You are to list 
the identifying letter and number, then opposite each number you are to show the sub- 
letter which identifies the correct answer. Reasons need not be given to support your 
answer. Answer all parts. Grade will be based entirely on the number of correct 
answers you give. 

a1 If you file your 1948 return by January 15, 1949, using the optional deduc- 


tion method, you can subsequently change and use the actual deductions. 
(a) True (0b) False 


If a dependent is 65 years old or over, an exemption of $1,200 can be obtained 


2 
—the regular $600 exemption plus $600 old-age exemption. 

(a) True (b) False 

3 An accounting firm requires some of its employees to attend school and 


pays their book and tuition expenses. These expenditures are includible 
in gross income by the employees. (a) True (06) False 
4 An employee in 1949 is given a bonus for services performed in 1947. With- 
holding tax must be deducted at 1947 withholding rates. 
(a) True (6) False 
A corporation does not realize gain or loss on the distribution of its assets 
in a complete liquidation. (a) True (b) False 
The exercise of the right to convert bonds into stock of the same corpora- 
tion is not treated as the sale or exchange of the bond resulting in gain 
or loss. (a) True (6) False 
7 A corporation owns land which cost it $10,000 but is now worth $40,000. 
If the land were sold to the stockholders for $10,000, no taxable income 
could result to either the corporation or the stockholder. 
(a) True (b) False 
Record keeping requirements are met if the taxpayer keeps microfilmed 
copies of payroll records, invoices, cash books, ledgers, etc. 
(a) True (6b) False 
9 If an annuity is purchased, the annual payments to the annuitant are tax- 
exempt until the cost of the annuity is recovered. 
(a) True (b) False 
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10 An individual sells several parcels of real property on which he could use 
the installment basis. If the installment basis is adopted for one parcel, 
it must be used for all sales. (a) True (b) False 


The following constitute taxable income to a taxpayer filing a return on a 
cash basis for the calendar year 1948: 
Bond coupons payable on December 1, 1948, but not collected by the tax- 
payer until January 1949. 
(a) True (b) False 


— 


2 Salary received for work as a public school teacher. 


(a) True (6) False 

$1,200 voluntarily paid by a corporation to the taxpayer, a widow of a 
former employee. 

(a) True (b) False 

4 Amount received from a friend by a taxpayer for temporary rental of his 


home for a few months. 
(a) True (b) False 


Taxpayer, owing Jones $600, does certain work for him, in consideration 
of which, Jones, on June 30, 1948, cancels the obligation. 


(a) True (b) False 


w 


ur 


$10,001 received as an award in a suit for libel. 


fon) 


(a) True (b) False 


Interest received on bonds issued by the State of Mississippi. 
(a) True (b) False 


Interest received on bonds issued by the City of Chicago, Illinois. 
(a) True (b) False 


Cash in the amount of $50 received as a prize on a radio quiz program. 
(a) True (b) False 


10 Old-age benefits of $300 received under the Federal Insurance Contribu- 


tions Act. 
(a) True (6) False 


ww 


oe 


\o 


ce X Corporation was formed in 1921 with capital of $100,000 and to January 1, 
1948, had accumulated earnings and profits of $5,000. Adams, an individual, 
formed X Corporation and has always beneficially owned all the outstand- 
ing stock consisting of 1,000 shares of common, par $100, for which he 
paid par. 

Y Corporation was formed in 1928 with capital of $100,000 and to January 1, 
1948, had accumulated earnings and profits of $2,000. Baker, an individual, 
formed Y Corporation and has always beneficially owned all the outstand- 
ing stock consisting of 1,000 shares of common, par $100, for which he 
paid par. 

The following events subsequently occur: 

1 On January 1, 1948, X and Y were consolidated tax-free into Z Corporation 

which had authorized capital stock of 2,070 shares of common, par $100, 
of which 1,050 shares were issued to Adams in exchange for his 1,000 
shares of X and 1,020 shares were issued to Baker in exchange for his 
1,000 shares of Y. Z Corporation kept books on the accrual basis and 
for the calendar year. 

2 During the first six months of 1948 Z made net profits of $2,000, but lost 
$968.40 during the last six months and for the whole of 1948 Z made net 
earnings of only $1,031.60. 

3 Z paid the following dividends: March 31, 1948, $1 per share; June 30, 1948, 
$1 per share; September 30, 1948, $1 per share; December 31, 1948, 90 
cents per share. The total dividends paid were $8,073 of which Adams 
received $4,095 and Baker received $3,978. 


inc 
an 


Ja 


(1) How much of the amount received by Adams is taxable to him as ordinary 
income? (a) $4,095.00 (b) none (c) $4,074.00 (d) $2,100 (¢) $523.28 (f) some other 
amount 
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(2) How much of the amount received by Baker is taxable to him an ordinary 
income? (a) $3,978.00 (b) none (c) $2,040 (d) $508.32 (e) $3,957.60 (f) some other 
amount 

(3) On these facts what is the adjusted basis for all Adams’ shares of Z on 
January 1, 1949? (a) $100,000 (b) $105,000 (c) $99,979.00 (d) $98,005.00 (e) $96,428.28 

(4) On these facts what is the adjusted basis for all Baker’s shares of Z on 
January 1, 1949? (a) $102,000 (b) $98,062.00 (c) $100,000 (d) $96,530.32 (e) $99,979.60 


d On January 1, 1948, A accepted the position as manager of the X hotel and 
at the request of the owner and solely for purposes of better management 
moved into a $75-a-month suite in the X hotel which he occupied rent free. 
His salary as manager was $450 a month and he rented his own former resi- 
dence for $90 a month. 

During 1948, A paid to his divorced first wife the amount of $1,800 as alimony. 
The divorced first wife was also obligated to support their child. The 
decree specified only the amount of annual payment to the first wife but in 
oral statements the judge had indicated that he arrived at that figure by 
allowing $1,400 per year for the wife and $400 for the child. 

On December 1, 1948, A pledged $100 as a contribution to his church, which 
paid on January 15, 1949. 

Also on December 1, 1948, A sold certain shares of stock which he had 
received in 1941 as a gift from his father. The shares had cost his father 
$1,500 but the fair market value on the date of the gift was $1,000. From 
the sale of these shares, A received $1,250. 


(1) During 1948, A’s monthly gross income apart from the sale of stock was 
(a) $615 (6) $540 (c) $525 

(2) In his return for 1948, A may deduct alimony in the amount of (a) $1,800 
(b) $1,400 (c) 0 

(3) If A makes no other payments to or for the benefit of his child by his first 
marriage, that child may be claimed as a dependent by (a) A (6) A’s first wife 

(4) If A makes no contributions other than the one to his church, he may deduct 
in his return for 1948 as a charitable contribution the amount of (a) $100 (6) 0 (c) $66.67 


(5) On the sale of the stock A realized (a) long-term capital gain of $250 (b) long- 
term capital loss of $250 (c) no gain or loss (d) long-term gain of $1,250 


e The Parlor City Pop Company is engaged in the manufacture and bottling of 
soft drinks. The company delivers its products to its distributors in 6-oz. 
glass bottles, 24 to a case. The company sells the bottles to its distributors 
for 1¢ each, in addition to the cost of the contents, under agreements to 
repurchase the bottles when returned. Each bottle costs the company 
8 mills. The company also charges its distributors 5¢ for the use of each 
case delivered but retains title to the cases, the 5¢ charge being refunded 
for each case returned in good condition. Each case costs the company 4¢. 

The company bills its distributors monthly allowing “7/10; N/s” and over a 
period of years it has been the company’s experience that discounts will 
be taken on 70% of dollar volume of sales of soft drink contents. 

The company keeps books on the accrual basis and for the calendar year. 

During 1948 the company sold one million cases of bottled drinks, receiving, 
in addition to the price of the contents, $240,000 from the sale of the bottles 
and $50,000 for the use of cases. Twelve million bottles were returned 
during the year, for which the company paid out $120,000. Also, 500,000 
cases were returned in good condition for which the company paid out 
$25,000, although the company’s experience was that 90% of all cases are 
returned during each year. 

The company also found that during 1948 discounts were taken on 60% of 
sales and that discounts were allowed in the amount of $7,200 instead of 
$8,400 as expected from experience. 


In its Federal income-tax returns for 1948: 


1 The company must report gross sales in respect of the sale of bottles in 
the amount of (a) $240,000 (6) 0 (c) $48,000 (d) $120,000 (e) some other 
amount 
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2 The company must report gross income in respect of the use of cases in 
the amount of (a) $50,000 (b) $1,000 (c) 0 (d) $5,000 (e¢) some other 
amount 

3 In respect of discounts the company may (a) deduct $8,400 addition to 
reserve for cash discounts (+) deduct $7,200 actually allowed (c) deduct 
some other amount 


When William Smith was elected president of the Iron & Steel Company it 
became necessary for him to remove himself and his family from their 
home in Petroleum, Indiana, to Chicago, Illinois. In moving on January 1, 
1948, Smith incurred $400 travel expenses for himself and $600 for his wife 
and two small children. It was also necessary for Smith to sell his house 
in Petroleum and buy a new house in Chicago. Smith had been reluctant 
to accept the job because he knew that he would take a large loss on the 
sale of his house so the Iron & Steel Company, in order to induce Smith 
to accept, agreed to reimburse him for any loss on the sale of his house. 
Under this agreement, the company reimbursed Smith in the amount of 
$10,000. 

Smith found that when he moved he would have no place to put up the 
elaborate playground equipment he had purchased several years previously 
for his children and so he gave the equipment to the Wells County Chil- 
dren’s Home, a charitable institution. The equipment had cost $500, but 
on the date of the gift had a fair market value of $2,000. Smith’s adjusted 
gross income for 1948 will be in excess of $50,000. 


In preparing his 1948 return: 

(1) In respect of travel expenses Smith may deduct (a) $400 (6) $1,000 (c) 0 

(2) In respect of the payment by the company of $10,000 reimbursement of 
his loss on the sale of his house Smith must include as income the 
amount of (a) $10,000 (6) 0 

(3) In respect of his gift of the playground equipment (assuming he made 
no other charitable gifts during 1948) Smith may deduct (a) $500 
(b) $2,000 (c) some other amount 

(4) In respect of the gift to charity, Smith must include long-term capital 
gain of (a) $1,500 (6) $2,000 (c) 0 

Solve any two of the following three problems. 

2 [18] P and R have been operating a business for several years as partners 
during which time they have divided profits equally. They need additional capital to 
expand their business and have agreed to admit B to the partnership as of January 1, 
1949, with a one-third interest in profits and in the capital, he to pay cash into the 
business as additional capital in an amount equal to one half of the combined capital 
of the present two partners redetermined as follows: 

The average partnership profits after partners’ salaries for the past two years are 
to be capitalized at the rate of 10% per annum, which will redetermine the aggregate 
capital of the two present partners. Before such capitalization of profits the accounts 
are to be adjusted for errors and omissions. 

The business has not followed a strict accrual basis of accounting. As a result the 
following items have been omitted from the books: 


Balance Balance Balance 

Item 12/31/46 12/31/47 12/31/48 
MTOR SIORIEE 5 0.6:6.0.54 eka 6605 60 RS $3,201 $2,472 $4.360 
RT DUONG aac vcdwnacusducsacabsess 1,010 1,226 872 
PO ED cians bas ctickeshecseanieee avean 250 475 


In addition, no provision has been made for loss on uncollectible accounts. It is 
agreed that a provision of $4,500 is needed as of December 31, 1948, of which $600 is 
for 1947 accounts. Charge-offs have been made to expense in 1946 of 1945 and priér 
accounts—$1,200; in 1947 of 1946 accounts—$3,100, and of 1947 accounts—$400; in 1948 
of 1947 accounts—$2,280, and of 1948 accounts—$525. 

The inventory at December 31, 1948, contains some obsolete goods carried at cost 
of $4,300. A 20% write-down is to be made to reduce these items to their present value. 

In 1947 and 1948 salaries of $3,000 for each partner were taken out of the business 
and charged to expense before determining profits. It has been agreed that the salaries 
should have been $4,000 each. 
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The following financial data are available: 


BALANCE SHEET 
December 31, 1948 









Cash $ 7,000 Accounts payable ....ccccecescs $ 43,200 
Accounts receivable 42,500 NGIES NAVONIO. <:-- ce cecwaceseanns 25,000 
Notes receivable 6,000 Reserve for depreciation of fixtures 5,300 
ee er rer errr 64,000 Py catital. ccccccccawcecescuens 22,000 
Store MRUGOS: <oscnces cet enesenes 12,400 Be CA0HAL c.cccccciveccsvorcenees 36,400 
$131,900 $131,900 

1946 1947 1948 

BProht Her DOGKS \ sisi 6s geese cwctelewtvews $ 8,364 $ 8,585 $10,497 

OSDIR ccs chinaracivae eu noeen emee 20,000 24,000 22,000 

Re \CRUMNAL- nayyoc onda he Pee eReeenaes 25,000 33,000 36,400 


You are to show the computation of the amount that B will pay into the partner- 
ship and prepare a balance sheet as it would appear after adjustment for errors and 
omissions and after redetermination of capital accounts and receipt of B’s capital con- 
tribution as of January 1, 1949, 


3 [18] The E. A. P. Company is engaged in manufacturing. Its products are 
made principally from one raw material and in order to insure uninterrupted production 
it normally maintains a substantial inventory of the raw material. Because of advancing 
prices, the company in 1944 adopted the last-in-first-out method of pricing out its 
material requisitions and thereafter valued its inventory at the prices shown by its 
perpetual inventory records. 

As of December 31, 1947, the inventory consisted of 380,000 pounds carried on its 
books at an average price of $.90 per pound. The market price at December 31, 1947, 
was $1.50 per pound. As of December 31, 1948, the inventory was $420,000 pounds with 
a market price of $1.60 per pound. This was carried at the prices shown on the stock 
records, 270,000 pounds of this being valued at $.90 per pound and the remainder at 
prices which averaged $1.54 per pound. The purchases during the year were also made 
at an average price of about $1.54 per pound. 

The operating accounts for the year ended December 31, 1948, included the 
following: 


MIO x's cvats: Narale Gland aera e Aka we aa Oe Oule Ce Mn TUE CRE eeatad $2,100,000 
Work-in-process. inventory January 1... ccciccccccsececocesesevence 146,600 
Pinwheg gooue Wiyentory January fs oie scoccccccsccessecsectiswecas 90,000 
WIREDE TAME coe csinened eager eee kebee Chon d tle CwadaReedersew eases 344,000 
COME OE WIMLETIAL USER oes oc cc conc cewavevacsdeedecees ses nesewenates 1,217,000 
Bianuiseturing Gvethead. 6c ascic ceca sence cc. cesecwmenwdendcnapwas cede 302,000 
Work-in-process inventory December 31.......ccccesceccccscescess 180,000 
Finished goods inventory December 31... ...05 ccccekscccvcvccvonswes 100,000 


On March 30, 1949, the warehouse in which the raw material inventory was stored 
was badly damaged by fire. The stock records were destroyed, but from other records 
the following figures were obtained: 





Salen 00 WRG OOo ook cco sic dcecue5essesccanscsceeuncessunecessces $ 820,000 
Purchases of material .... 551,425 
Divect WbOt esi c ccc vteckesas 132,400 
Manufacturing overhead 117,600 
Woark-in-nrocess inventory Marelli 30. .).scccscecccccceecncvnnxcscon 175,000 
Femsned goods inventory Marcel 30... .cccscescsssesecwescécbecne 105,000 
Salvage value Of damaged Maletales. «66s cece cucscsccsneereccveers 25,000 


The purchase price of raw material during the three months had averaged $1.61 
per pound with the price on March 30 at $1.62 per pound. The sales price during the 
period had varied only with the current material, labor and overhead cost existing at 
date of acceptance of the order, as is normal in this business. 

You are to determine the amount of a claim for fire loss, assuming full insurance 
coverage. Show all computations to support your claim. 


4 [18] The City of M has prepared its balance sheet as of June 30, 1949, and 
shows therein a surplus of $258,216. The statement has been criticized as not giving a 
satisfactory reflection of the financial position of the city. You are asked (1) to revise 
the statement in accordance with acceptable methods of governmental accounting, and 
(2) to provide an analysis of the changes in current fund surplus for the year ended 
June 30, 1949. You may prepare your revised balance sheet in columnar form if you 
prefer to present it in that manner. 
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The balance sheet as prepared, together with a corresponding statement as of 
June 30, 1948, is as follows: 











ASSETS 

Balance Balance 

6/30/48 6/30/49 

UN aac guk se DAG Rwewen Dua KES Rasoa soot adeesa cis $ 2,873 
RMON TRIMMER, © 5. <4. 5.56 e- au eee anaes eaReae bans 36,690 
PCCOUNIS SECO VANE 6. 55-016:6 eines aca kina warbraido eee cadlee 13,584 
IEE Sota cas aka eee ears eee akamee GObnnns 42,000 
TRL ORTICNMON: 5 7.0:5:95.5.0)0r0:0)p dace HS Harare Rera'ee BOaloaie-€ 5,374 
PIRED ASERCS 0 665s ams orenwneen% iGinaner vinta weeemneas 710.465 
BNE iaincavcas ahvennietesonivinadeatr tutte $832,099 $810,986 

LIABILITIES 

WY WESRTER APOC oic:is io ae sin. as oka el ecw wg bWe siete ares $ 30,900 $ 46,970 
PRCT RWB oc to 2G Ai ably Wa RardtelOma Sak Oe ie 490,000 480,000 
ReSEMVe “TOY “CEPIEClatiOn.:<.5:ss.6cicee'ss eccnensceniewleeies 22,300 25,800 
EMMPEIEMM "ec icSnre placa s pidge oacn my caia ares wie tiesee ine ee OAaiEn 288,899 258,216 








GRILL eit ssi alae coi evo aie aio maiee me ateraie Mae hotreeiatee $832,099 $810,986 








Additional information is available as follows: 

(a) Taxes levied for the year ended June 30, 1949, amounted to $64,300, of which 
amount $37,600 was collected and $650 abated. Abatement of prior years’ taxes was 
$3,108. It it anticipated that an additional $1,350 of the 1948-49 levy will finally be uncol- 
lectible and that an additional $3,500 of 1947 and prior taxes will prove uncollectible. 

(5) Revenue other than from taxes was $20,210, but of this amount $4,300 was 
collected for other governments and has not been paid nor set up as a liability, and 
$1,200 was from interest on investments. The investments are held in trust, the income 
to be used for library upkeep. Included in expenditures is $3,050 which is the cost of 
library upkeep for the year. 

(c) Expenditures amounted to $153,400 during the year. Included herein is interest 
on bonds of $15,000, purchase of general fixed assets of $18,900, retirement of general 
obligation bonds of $10,000 and the abatement of this and prior years’ taxes. The 
$10,000 of bonds and the $18,900 of assets purchased were also credited to surplus and 
debited to bonds payable and fixed assets. 

(d) Included in fixed assets is $174,964 as of June 30, 1948, and $169,964 as of 
June 30, 1949, of property of the municipal water plant. The revenue of the plant and 
the expenses, including depreciation of $8,500 and bond interest on $90,000 of 3% bonds 
outstanding against the plant, have been netted, and the profit of $9,307 has been trans- 
ferred to surplus. The reserve for depreciation, the accounts receivable and the pre- 
paid expenses at both balance-sheet dates are applicable to the water plant operations. 
Also $5,025 in 1948 and $8,750 in 1949 of the warrants payable are applicable to this 
department. The cash arising from the department’s operations, except for $500 of 
working fund, is used for general purposes of the city. 


be 


PRACTICAL ACCOUNTING — Part II 
Thursday, November 17, 1949—1.30 to 6 p. m., only 


Solve both problems. 


1 [20] The B. C. Manufacturing Company started in business on January 1, 
1944, by acquiring three machines having a cost of $5,240, $4,000 and $4,400 respectively. 
Since that date the company has computed depreciation at 20% on the balance of the 
asset account at the end of each year, which amount has been credited directly to the 
asset account. All purchases since January 1, 1944, have been debited to the machinery 
account and the cash received from sales has been credited to the account. 


The following transactions took place: 
a On September 30, 1944, a machine was purchased on an installment basis. 
The list price was $6,000, but 12 payments of $600 each were made by the 
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s of company. Only the monthly payments were recorded in the machinery 
account starting with September 30, 1944. Freight and installation charges 
of $200 were paid and entered in the machinery account on October 10, 1944. 
} bh On June 30, 1945, a machine was purchased for $8,000, 7/1, N/so, and recorded 
at $8,000 when paid for on July 7, 1945. 
c¢ On June 30, 1946, the machine acquired for $5,240 was traded for a larger one 
having a list price of $9,300. An allowance of $4,300 was received on the 
old machine, the balance of the list price being paid in cash and charged 
to the machinery account. 
d On January 1, 1947, the machine which cost $4,400 was sold for $2,500, but 
because the cost of removal and crating was $125, the machinery account 
was credited with only $2,375. 


| ¢ On October 1, 1948, the machine purchased for $4,000 was sold for cash and 

| the cash received was credited to the account. 

f The balance of the account on January 1, 1948, was $14,505.50 and on Decem- 
ber 31, 1948, after adjustment for depreciation it was $10,644.40. 


The company has decided that its method of handling its machinery account has 
hich not been satisfactory. Accordingly, after the books were closed in 1948, the manage- 
ae ment decided to correct the account as of December Sl, 1948, in accordance with usual 
col- accounting practices and to provide depreciation ona straight-line basis with a separate 
thle reserve account. Straight-line depreciation is estimated to be at the rate of 10% per 

j annum computed on a monthly basis, over one half of a month being considered as a 
eh full month for this purpose. 

ome You are required to prepare in good form: 

aii (1) A schedule showing the balance of the machinery account and of the reserve 
for depreciation account as of December 31, 1948, on the revised basis. 

— (2) A schedule of gain and loss on disposal of assets during the five-year period. 

The (3) A computation of the corrected depreciation expense for the year 1948 on the 

and new basis. 

You are not to consider income-tax procedures in your solution. 

ao 2 [30] The P.A.R. Company, which is engaged in manufacturing _a single 

onds —_— uses a process cost system to cost its product and to determine inventory 
values. 

pei You are to prepare a summary of costs and production for October 1949, and a 

oe summary schedule of inventory values by departments at October 31, 1949. In costing 

this units out of each department, use the first-in-first-out basis. ; ; 

0 of The production of the company is carried on in two production departments iden- 
tified as departments 1 and 2. However, while overhead is allocated to department 1 
in total and is applied on a labor dollar basis to production of the department, the cost 
of direct labor is accumulated for each of two separate processes performed within the 
department, which processes are identified as A and B. Material is used at various 
stages of production as follows: Material I is placed in process at the beginning of 
work in department 1 (i. e—at the beginning of process A); material T is put into 
the process at the beginning of the second process (process B) in department 1; no 
material is added in department 2. When the production of process A reaches process 
B, it is mixed with material T. 

Costing of production is on a pound basis in department 1, but on a unit basis in 
department 2. A unit has a weight of 80 pounds at the start of processing in depart- 
ment 2. There is a weight loss in department 1, all of which takes place in the second 
(B) process. There is a normal loss of units in department 2 due to units being found 

ei to be defective upon final inspection in the department. These defective units have no 

Ne salvage value. 

f the The following data cover the operations for the month of October 1949: 

few Depariment 1 

: Work Work 
In Process In Process Transferred to 
10/1/49 10/31/49 Department 2 
(Pounds) (Pounds) (Pounds) 
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During October 25,000 pounds of material I costing $4,250 were issued to process A 
and 12,000 pounds of material T costing $2,270 were issued to process 

Labor cost during October for process A was $13,832 and for process B was 
$14,878. Overhead is 100% of labor cost. Work on the inventory in process A as of 
October 1, 1949, had been 40% completed. The cost of material, labor and overhead 
had amounted to $1,284. The inventory in process B had been 60% completed in that 
process and had an accumulated total cost of $5,384. The inventories on October 3], 
1949, were 50% complete in both processes. 


Department 2 \ 
i 


In department 2 there were 250 units in process on October 1, 1949, which were 
estimated to be 50% completed. Their accumulated cost was $70,001.20. During the 
month the cost of labor was $53,560 and overhead was applied at 150% of labor cost. 
During October, 500 good units were completed, of which 400 were transferred to 
finished goods stores. There are 160 unfinished units in the department on October 
31, 1949, which are 54 complete as to this department. | 


| 
| 


O”D 


AN ADIRONDACK VIEW 


Who says the profession does not get recognition? In December we heard ina 
speech, and saw it later in the newspaper, that prospective FBI agents must be members 
of the Bar or CPAs. And now we find in the December, 1949, issue of the Labor Law 
Journal, a list of CIO member unions with some information about each. One column is 
headed—‘‘Are International Books Audited & by Whom?” The most frequent answer is 
“Yes, C.P.A.” In fact there were 26 unions listed and the number answering “Yes, C.P.A.” 
was—well, you guess. And you don’t have to turn to page 73 or 197, it was—26. 


For real recognition, all the profession now needs is to be the butt of a few good jokes 
and some funny stories for circulation on the air and in the papers. 


Leonarp Houcuton, C.P.A. 
Of the Saranac Lake “Division” of the Adirondack “Chapter.” 
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Conducted by BENJAMIN Harrow, C.P.A. 


Change of Residence 
During Taxable Year 


A resident taxpayer in 1948 was in 
receipt of income which he is reporting 
on the installment basis. During the 
year 1949 he changes his residence from 
New York to New Jersey. He receives 
income from the installment transac- 
tion during the period that he is a non- 
resident. Is such income subject to tax 
by New York? 

Section 367a of the Tax Law pro- 
vides that “if a taxpayer during the tax- 
able year changes his status from that 
of a resident to that of a non-resi- 
dent .. . he shall file two returns, one 
as a resident covering the fraction of 
the year during which he was a resi- 
dent,” and one covering the fraction of 
the year during which he was a non- 
resident. 

The Regulations (Art. 524) provide 
that the return for the period prior to 
the change shall include all items of 
taxable income received by or accrued 
to the taxpayer up to the date of the 
change in status. The Regulations go 
on to say that “in other words the re- 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and its 
Committee on State Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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turn shall be made on the accrual basis 
irrespective of whether that be his es- 
tablished method of reporting.” 

In the light of this regulation, it 
would appear that the taxpayer would 
be required to accrue in his return for 
the period prior to the change in’status 
all unreported income on the install- 
ment transaction. This provision in the 
Regulations was intended to prevent 
avoidance of tax by a cash-basis tax- 
payer who changes his status and thus 
takes himself out of the jurisdiction of 
the state before he is in receipt of in- 
come, although the income was earned 
within the state while the taxpayer was 
subject to the taxing power of the state. 
Neither the above provisions nor the 
installment section of the law (Sec. 
358a) consider specifically the problem 
of change in status of a taxpayer report- 
ing on an installment basis, but in our 
opinion the unreported profit may be 
construed as accrued income. 

The right of the state to put a tax- 
payer, otherwise reporting on a cash 
basis, on an accrual basis finds some 
precedent in Sec. 358.1. This section 
relates to the final return of a taxpayer 
who dies during the taxable year. He 
is required to compute his income on 
the accrual basis, although the execu- 
tor has the option to exclude accrued 
income of a cash-basis taxpayer under 
certain conditions. Compliance with 
these conditions makes the accrued in- 
come taxable either to the executor or 
any other taxpayer who acquires the 
right to receive the income. 

Under Section 358(a) (3) there is a 
provision that if an installment obliga- 
tion is distributed, transmitted, sold, or 
otherwise disposed of, gain or loss re- 
sults to the extent of the difference be- 
tween the basis of the obligations and 
the fair market value of the obligations 
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at the time of such distribution or dis- 
position. This provision is not applicable 
in the case of transmission at death if 
a bond is filed, assuring the Tax Com- 
mission that the person receiving any 
payment on the obligations will return 
for taxation the income on such pay- 
ment, for which the decedent would 
have been taxable if he had lived and 
received the payment. 


Reporting Federal Changes in Net 
Income to State Tax Commission 


In the August, 1949, issue of the 
State Tax Clinic! we commented on a 
1949 enactment of the legislature which 
added Sec. 367.2 to the income tax law, 
and which became effective July 1, 
1949, This provision requires a tax- 
payer to report to the Tax Commission 
a change or correction of net income 
made by the federal government within 
ninety days after the final determina- 
tion. If a taxpayer files an amended re- 
turn with the Treasury Department, he 
must likewise file an amended return 
within ninety days with the State Tax 
Commission. 

Following this enactment the Tax 
Commission added Article 571(a) to 
the income tax regulations. The regula- 
tion requires notification of federal 
changes regardless of whether the tax- 
payer believes any modification of tax 
liability under Article 16 of the Tax 
Law (income tax) will be required. The 
regulation adds the following significant 
paragraph: 

“Within one year after receipt of any 
such notification or filing of an amended 
return, or at any time if such notification 
is not given or amended return is not filed, 
the Tax Commission will recompute the 
amount of tax due under Article 16 and 
issue an assessment or refund, as the case 
may be. Such recomputation will be made 
notwithstanding the limitations of time 
within which an assessment or refund may 
otherwise be made, provided, however, no 
such refund will be made unless such noti- 
fication is received or amended return is 
filed as prescribed herein.” 


One of our readers would like to 
know whether the above provisions ap- 


1 Page 511. 
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ply to franchise tax returns under Arti- 
cle 9A. The 1949 legislature did amend 
Sec. 211.3 by requiring a taxpayer to 
report federal changes in net income 
within ninety days (before the amend- 
ment it was 30 days) and by requiring 
the filing of an amended franchise tax 
return within ninety days if an 
amended income tax return was filed 
with the Treasury Department. The 
regulations under the franchise tax law 
are quite different from those discussed 
above under the income tax law, par- 
ticularly with respect to the loss of any 
refunds due where the taxpayer fails to 
notify the Tax Commission of federal 
changes. 


In a letter to Wiley, Block & White 
of Paterson, N. J., the Tax Commission 
outlines the procedure under the fran- 
chise tax law. The Commission would 
prefer to receive the original of the final 
determination for examination. How- 
ever, the taxpayer may furnish a photo- 
static copy of the page which shows 
the change in net income, a photostatic 
copy of the page which shows the ex- 
planation of the changes made by the 
Treasury Department, and a_photo- 
static copy of the certificate of overas- 
sessment, if any, and any other pages 
which might be pertinent in explaining 
the changes made by the Treasury De- 
partment. 

In spite of the ninety day provision 
in Sec. 211.3, the taxpayer may furnish 
the information with respect to changes 
in net income on the next annual fran- 
chise tax report after the final deter- 
mination, “even though such report is 
not due until more than 90 days after 
the change or correction.” The letter 
emphasizes the fact that the Tax Com- 
mission would not make a change until 
a photostatic copy of the certificate of 
overassessment is furnished. It is not 
the policy of the Tax Commission to 
deny a refund of franchise taxes if one 
is due and the above procedure is fol- 
lowed. We cannot understand why the 
Income Tax Bureau should wish to 
penalize a taxpayer who is entitled to 
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a refund and who does not follow the 
ninety day rule, while the Corporation 
Tax Bureau follows a more liberal pol- 
icy. As a practical matter, a taxpayer 
who is entitled to a refund of state in- 
come taxes because of some federal 
changes will probably not overlook the 
ninety days requirement. 


Marital Deduction 

The executive committee of the sec- 
tion on Taxation of the State Bar Asso- 
ciation recently approved a report urg- 
ing an amendment to the New York 
Estate Tax Law to permit a marital de- 
duction in arriving at the net taxable 
estate. It will be recalled that the fed- 
eral estate tax law was amended in 
April, 1948, to permit a deduction from 
the gross estate of the value of any in- 
terest in property which passes to the 
surviving spouse, to the extent of 50% 
of the adjusted gross estate. This pro- 
vision was introduced into the law to 
end discrimination against taxpayers 
based upon whether they lived in com- 
mon law states or in community prop- 
erty states. 

To take advantage of the marital de- 
duction testamentary plans previously 
in effect had to be radically revised. 
Heretofore, the usual testamentary plan 
to minimize taxes involved the creation 
of a trust to pay the income to the sur- 
viving spouse during her life and upon 
her death either to distribute the prop- 
erty to children or, if that were per- 
mitted, to continue the trust during the 
lives of the children. Under such a plan 
of disposition of property it is possible 
to avoid paying an estate tax upon the 
death of the surviving spouse or upon 
the death of the children where the trust 
continues during their lives. 

The executive committee of the State 
Bar Association points out that a 
change in the testamentary plan to 
secure the federal marital deduction 
would not reduce the New York estate 
tax upon the death of the first decedent. 
At the same time, such a change would 
increase the New York estate tax for 
the surviving spouse. Whatever benefit 
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the estate receives under the federal 
law is thus cut down through increased 
taxes in the estate of the surviving 
spouse. It is therefore urged that New 
York residents be allowed a marital de- 
duction even though there will be an 
immediate loss in estimated revenue. 
This the Bar Association believes is off- 
set by other factors. At present, wealthy 
taxpayers can readily change their 
domicile, in which event there can be 
a complete loss of estate tax revenue as 
well as a loss in income tax revenue. 
Also, the immediate loss in revenue re- 
sulting from the marital deduction is 
partially offset by the collection of estate 
taxes upon the death of the surviving 
spouse and larger income taxes during 
her life. 


The New York City 
Compensating Use Tax 


The Retail Sales Tax came into ef- 
fect in New York City in December, 
1934. The Compensating Use Tax was 
enacted to take effect July 1, 1940. It 
was designed to reach transactions that 
the sales tax could not cover, chiefly 
the imposition of a tax on a transaction 
originating and/or consummated out- 
side of the territorial limits of the city. 
From July 1, 1938, to June 30, 1940, 
a Personal Property Tax of two per- 
cent on the value of certain enumerated 
articles of personal property was in 
effect. 

The City Sales Tax does not apply 
where a seller has neither an office, 
warehouse, stock of goods, nor a repre- 
sentative or salesman in the city, nor 
where the sale to a New York City 
resident, as well as the delivery, takes 
place outside the city. The Compen- 
sating Use Tax reaches such trans- 
actions and prevents easy avoidance of 
the sales tax. Under the Compensating 
Use Tax Law it is the use of property 
within the city that is taxed rather than 
the purchase outside the city, which the 
City would not have any jurisdiction 
to tax. The use within the city of tangi- 
ble personal property purchased at re- 
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tail is taxed, unless the property is 
purchased for resale. Property which 
would be exempt from the sales tax if 
purchased in the city is also exempt 
from the use tax if purchased without 
the city. This exemption includes cer- 
tain foods, drugs and medicines sold 
by prescription, and newspapers. 

A New York resident buys tangible 
personal property outside the city but 
uses it within the city to convert or 
transform it into a product of which it 
becomes an ingredient or a constituent 
part. The resident produces or manu- 
factures the product for sale. The Use 
Tax would not apply in this type of 
situation. Thus the use of coal for 
producing gas for sale is not subject 
to tax, the coal having been trans- 
formed into gas. But coal used to gen- 
erate electricity for sale would be tax- 
able. 


A New York City manufacturer who 
purchases, out of the city, equipment, 
machinery, tools, etc., not obtainable 
in the city, is subject to the use tax. 
Other jurisdictions treat such a situa- 
tion differently. Iowa, which also has 
a use tax, excludes from the tax 
7 industrial materials and equip- 
ment, which are not readily obtainable 
in Iowa, and which are directly used in 
the actual fabricating, compounding, 
manufacturing, or servicing of tangible 
property intended to be sold ultimately 
at retail.” The Iowa use tax law was 
amended in 1949, by defining “readily 
obtainable in Iowa” to mean “kept in 
lowa for sale or manufactured in Iowa 
for sale as distinguished from being ob- 
tainable by giving an order to an agent 
in Iowa for delivery from some point 
outside the State of Iowa.” Such a 
provision in the New York City law 
would be helpful to the business com- 
munity in our city and the Comptroller 
should consider the advisability of rec- 
ommending it to the City Council. 


2 Reichman Crosby Co. v. Stone. 
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Extent to which Non-Residents 
May be Subject to the Use Tax 


Property purchased by a user while 
a non-resident of the city is exempt 
from tax. But, under a 1949 amend- 
ment to the law, a person engaged in 
a trade, business, or profession within 
the city is not to be considered a non- 
resident with respect to property used 
in the trade, business or profession. An 
express provision in the law subjects to 
the use tax-rented personal property 
used within the city. 

If a seller of tangible personal prop- 
erty maintains a place of business in 
New York City, he must collect the 
use tax. The law states that a sales- 
man, or representative, may be re- 
garded as an agent of the vendor and 
such agent is jointly responsible with 
his principal for the collection of the 
tax. In this connection it is interesting 
to note a recent decision by the Supreme 
Court of Mississippi.? In this case the 
corporation had no place of business or 
agent in the state. Non-resident solici- 
tors came into the state to solicit orders, 
which were binding only when ap- 
proved at the home office. The Court 
held that the non-resident firm could not 
be made a collecting agent for the use 
tax on goods sold by the corporation on 
such orders, when the sales were com- 
pleted by the delivery of the goods to 
a common carrier in the foreign state. 


The Treatment of Partnerships 
Under the Unincorporated 
Business Tax 


A partnership is not a separate legal 
entity. The Uniform Partnership Act 
defines it as “an association of two or 
more persons to carry on as co-owners 
a business for profit.” Under the in- 
come tax Jaw, both federal and state, 
partnerships as such are not taxed, but 
the individual partners are taxed on 
their distributive shares of the profits 
of the partnership whether they actu- 
ally withdraw the profits or not. How- 
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ever under Article 16A of the Tax Law 
any trade, business, or occupation en- 
gaged in by a partnership is subject to 
the unincorporated business tax. It is 
the partnership as a business that is 
taxed. 

Suppose five individuals carry on a 
business as a partnership. The part- 
nership has a trusted employee who is 
given a partnership interest in one de- 
partment of the busness. This phase 
of the business is carried on under a 
separate partnership name. The em- 
ployee invests no capital. The five part- 
ners of the first partnership are part- 
ners with the employee in the second 
partnership. For purposes of the un- 
incorporated business tax are there two 
partnerships or one? If there are two 
separate partnerships to what extent 
is each subject to the unincorporated 
business tax ? 

Sec. 386f of the Unincorporated 
Business Tax Law provides that there 
shall be deducted from net income sub- 
ject to this tax an exemption of the pro- 
portionate interest in such income of 
a partner to the extent that such amount 
is included in the net income of such 
partner allocable to this state, and that 
such allocable income is itself subject 
to the unincorporated business tax or 
subject to the franchise tax under Arti- 
cles 9A, 9B, or 9C. This provision is 
new in the law, this section having been 
amended by the 1949 legislature. Be- 
fore this amendment, the proportionate 
interest in net income of a partner was 
exempt provided that such amount was 
included in computing the net income 
of the partner for unincorporated busi- 
ness tax purposes or for franchise tax 
purposes under Articles 9A, 9B, or 9C. 
This was the law from 1939 to 1948. 
What the amendment did was to ex- 
clude from the exemption income of a 
partner not allocable to New York. 
For years prior to 1939, there was no 
exemption to a partnership for the pro- 
portionate share of a partner in the 
business, but if the partner was himself 





engaged in an unincorporated business, 
the distributive share of the partner in 
the first business was excluded from 
the definition of gross income subject 
to unincorporated business tax in the 
second business. That was the law in 
1938. 

As we analyze the situation, the part- 
nership with the employee is not a legal 
entity but an association of six persons. 
Assuming that the employee receives 
50% of the profits, the distributive 
share of each of the other five partners 
is 10%. If each of the partners indi- 
vidually were credited with his share 
of the net income and no other partner- 
ship were involved, the partnership 
would not be entitled to any exemption. 
If the shares of the five partners are 
distributed to the individuals through 
the medium of another so-called part- 
nership, the same result should follow. 
The distributive shares of the five part- 
ners are therefore not part of the gross 
income of the partnership of the five 
partners and so cannot be subject to 
the unincorporated business tax levied 
upon that partnership. 


Deductibility of Additional State 
Income Taxes for a Prior Year 


A recent Tax Court case’ highlights 
the problem of the meaning of accrual. 
The taxpayer in this case used the 
accrual basis of accounting. In 1942, it 
paid an additional state income tax re- 
lating to the year 1938, which it de- 
ducted in 1942. The taxpayer obviously 
had no knowledge of the additional tax 
at the time it filed its state income tax 
return. The statute of limitations had 
not run against the filing of an amended 
Federal income tax return for the prior 
year. The Tax Court held that the ad- 
ditional state income tax was not a 
proper deduction in the current year. 

The taxpayer argued that the deduc- 
tion was taken in the current year in 
accordance with a consistent practice, 
and that such isolated departure from 
the accrual method of accounting regu- 


3 Standard Paving Company v. Com’r., 13 T.C. No. 60. 


1950 


121 








The New York Certified Public Accountant 


larly employed did not distort its in- 
come for the respective years. The 
Court held that the income for the cur- 
rent year was not correctly reflected. It 
cited the leading case of U. S. v. Ander- 
son* for its statement that taxes accrue 
for deduction purposes when all the 
events occur to fix the amount and de- 
termine the liability to pay it. The dis- 
covery in a later year of an error in an 
earlier year relates back to the year 
when the mistake was made. 

This decision is in accordance with 
the general rule for the accrual of de- 
ductions. There have been decisions that 
permitted a departure from this rule 
in the case of a consistent practice used 
year after year. That was true in the 
case of the deduction for capital stock 
taxes. Likewise, in the case of a con- 
tested tax, the regular rule would not 
be followed. In such a case the deduc- 
tion is permitted in the year the contest 
has been determined or a payment made 
pending the final determination. 


Application for Revision—Art. 9A 


After the franchise tax return is filed, 
the Tax Commission audits it. Under 
Sec. 212.1 the Commission has five 
years within which to “audit and state 
an account.” The taxpayer may appeal 
from a determination of the Tax Com- 
mission within two years from the date 
of the notice of assessment. Such appeal 
is made by filing an application for re- 
vision on form 7 C.T. specifically pre- 
scribed by the Tax Commission. This 
application is the basis of a formal hear- 
ing and appeal to the courts. However, 
the Tax Commission makes an effort 
to dispose of disputes before going to 
the expense of a formal hearing and, 
therefore, gives a taxpayer an opportu- 
nity to discuss the dispute at an infor- 
mal hearing. If the action taken as a 
result of the informal hearing is satis- 
factory to the taxpayer, the formal ap- 
plication for a hearing is withdrawn. 





4269 U.S. 422. 


Forms 7 C.T. are not for general dis- 
tribution. If a lawyer or accountant 
writes to the Tax Commission for a 
form, the Director of the Corporation 
Tax Bureau will request the name of 
the corporation for which the form is 
intended and also the reason for which 
the claim is to be made. The reason for 
this procedure is to give the taxpayer 
an opportunity to consider the issues 
informally and thus avoid the necessity 
of a formal proceeding if that is pos- 
sible. 


Unincorporated Business Tax— 
Exempt Professions 


Sec. 386 of Article 16A specifically 
exempts from the tax the professions of 
law, medicine, dentistry, and archi- 
tecture. In exempting these professions 
the law in enumerating them adds the 
words “which under existing law can- 
not be conducted under corporate struc- 
ture.” The law also exempts any other 
profession in which more than 80% of 
the gross income is derived from per- 
sonal services actually rendered by the 
principals carrying on the profession, 
and in which capital is not a material 
income-producing factor. 

This has been a somewhat contro- 
versial section of the law. The Appel- 
late Division of the Supreme Court re- 
cently decided the case of a consultant 
in matters of corporate finance and re- 
organization who wanted to come with- 
in the exemption as one engaged in an 
exempt professional activity.° He did 
not succeed. The Court held that the 
taxpayer's activities required a skill that 
had been gained from his business ex- 
perience. It was not something acquired 
through formal education or special in- 
struction and study. The test laid down 
for a professional is that the service 
rendered requires knowledge of an ad- 
vanced type in a given field of science 
or learning gained by a_ prolonged 
course of specialized instruction or 


5 Moffet v. Bates, N. Y. Sup. Ct., App. Div. 3rd Dept., November 16, 1949. 
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New York State Tax Clinic 


study. The Court held that the work of 
this consultant was similar to that of 
the investment counselor,® the market 
consultant? and the specialist in office 
management,® in all of which cases the 
taxpayers were held to be engaged in 
taxable business. 

Some constitutional questions were 
raised by the taxpayer in this case. The 
taxpayer contended that the tax vio- 
lated the due process clause of the fed- 
eral constitution,? for the reason that 
an individual has an inherent right to 
engage in business and this may not be 
subject to license or tax. The Court 
held that the power of taxation may be 
directed against the exercise of personal 
rights and privileges, just as it may 
tax private property the ownership of 
which is a fundamental right. 

A state may classify business for tax 
purposes, and exempt some while tax- 
ing others, provided that all persons 
similarly situated are treated equally. 
That is the principle of equality that 
underlies all taxation, and this rule rec- 
ognizes the principle of exemptions. 
The taxpayer argued that the exemp- 
tion of certain occupations was a denial 
of the equal protection clause of the 
State constitution.!° If a tax is asserted 
against occupations, then all occupa- 
tions must be taxed equally and none 
may be exempt. The taxpayer also ar- 
gued that the intention of the legislature 
was to tax non-corporate enterprises 
which would have been taxable if car- 
ried on by a corporation. Therefore the 
exemptions permitted by the Regula- 
tions!! and by the courts!? of certain 
enterprises from which corporations are 
not barred is discriminatory and un- 
constitutional. The Court answers this 





question by saying that the argument 
is fallacious in that no business has been 
declared exempt. The distinction that 
has been drawn is between a business 
and a profession. All those conducting 
unincorporated businesses are in the 
same taxable category. Those practic- 
ing professions are exempt if they come 
within the qualifications in the law and 
regulations, regardless of whether the 
professional pursuit is open to a cor- 
poration or not. 

There is no rigid rule of equality in 
taxation, said the Court. The singling 
out of one particular class for taxation 
or exemption is not prohibited. Even 
if such discrimination did exist, the 
Court could not see how the taxpayer 
was affected by it. He was not a cor- 
poration whose unincorporated com- 
petitor had been granted an exemption, 
nor was his occupation a profession en- 
titling him to an exemption from the 
unincorporated business tax. He was 
being taxed on the same basis as any 
other unincorporated business. 

It seems to this editor that the Court 
does not deal adequately with the lan- 
guage in the law referring to profes- 
sions which cannot be conducted under 
corporate structure. It would seem that 
the legislature intended to exempt at 
least the enumerated four professions 
for that reason. It is true that the law 
goes on to speak of any other profes- 
sion (i.e., one which may be conducted 
in corporate form) but which may nev- 
ertheless be exempt from this tax. We 
agree with the argument of the Court 
on the constitutional issue and, also, 
with the decision on the question of 
whether the taxpayer was engaged in 
a business or a profession. 


6 Matter of Dewey v. Browne, 269 App. Div. 887. 


7 Cherington v. Graves, 269 App. Div. 888. 


8 Matter of Pennicke v. Mealey, 266 App. Div. 888. 


9U. S. Const., Amend. XIV, Sec. 1. 
10N. Y. Const., Art. 1, Sec. 2. 
11 Art. 6, question 39. 


12 Matter of Geiffert v. Mealey, 293 N.Y. 583; Matter of Teague v. Graves, 287 N.Y. 549. 
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| Accounting at the S. E. C. 











Conducted by Louis H. Rappaport, C.P.A. 


Your Job Is Not Finished When the 
Registration Statement is Filed 
Not long ago a representative of the 

principal underwriter handed you a 
copy of the proposed time schedule. It 
listed all the steps involved in the sale 
of your client’s securities to the public. 
It recited each significant date: when 
stockholders would approve, when the 
registration statement would be filed 
with the Securities and Exchange 
Commission, when the SEC’s memo- 
randum of comments would be re- 
ceived, when the amendment would be 
filed to cure the deficiencies, when the 
price amendment would be filed, when 
the newspaper advertisements would 
appear, and so on. 

The time schedule is not inflexible, 
but once it is reduced to writing, every- 
one breaks his back to see that the offer- 
ing will go as planned. For that reason 
you and your crew have been working 
for weeks as though each day were 
March 14th. 

The registration statement is printed, 
and it’s your turn to sign. Having 
made an examination that conforms 
with auditing standards of the profes- 
sion and of the SEC, you sign your re- 
port (or reports) covering the certified 
financial statements. You also sign a 
“consent” in which you agree to the in- 
clusion of the report (or reports) in 
the registration statement to be filed 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a member of the So- 
ciety’s Committee on SEC Account- 
ing as well as the Committee on 
Foreign Trade Accounting. 

Mr. Rappaport is a partner in the 
firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A’s. He is also a 
member of the American Institute 
of Accountants and of the American 
Accounting Association, 
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under the provisions of the Securities 
Act of 1933. By this time your lawn 
is long past the stage where it needs 
cutting, so you and your crew knock 
off for a couple of days. 

Some accountants are under the im- 
pression that all that needs to be done 
now is to wait for the SEC’s comments, 
if any, affecting the financial statements. 
If that’s your impression, brother, 
you re wrong. 


Accountant’s Liabilities under 
the Securities Act 


Under the 1933 Act: 

In case any part of the registration 
statement, when such part became effec- 
tive, contained an untrue statement of a 
material fact or omitted to state a material 
fact required to be stated therein or neces- 
sary to make the statements therein not 
misleading, any person acquiring such 
security ... may... sue— 

: every accountant who has 
with his consent been named as having. . . 
certified any part of the registration state- 
ment . . . with respect to the statement in 
such registration statement . . . which pur- 
ports to have been . . . certified by him. 
(Emphasis added.) 

The section of the law quoted above 
makes it clear that the registration 
statement speaks as of its effective date. 
It means that z/en it becomes effective 
the registration statement must be true 
and there must be no material omis- 
sions. 


What to Do About It 

After the filing and up to the effec- 
tive date, the accountant must take 
reasonable steps to see whether any- 
thing has happened which materially 
affects the statements he certifies. This 
is a responsibility which he shares with 
others, but it won’t help you much to 
say that your responsibility is only sec- 
ondary, that the primary responsibility 
is the registrant’s. Suppose, for ex- 
ample, that on the date of the state- 
ments and on the filing date an im- 
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Accounting at the S. E. C. 


portant lawsuit was pending, as to 
which no provision had been or could 
be made for an adverse decision. Short- 
ly after the filing date, a decision is 
handed down against your client. Un- 
der the law, unless this information is 
included in the registration statement, 
it might be construed as an omission of 
a material fact which would subject 
those participating in the registration 
to the liabilities provided in the statute. 

It seems clear that the accountant’s 
obligation does not end with the filing 
of the registration statement. On the 
other hand, as a practical matter the 
independent accountant cannot be ex- 
pected to keep his audit going continu- 
ously until the effective date; this may 
take weeks or even months. It should 
be his practice, however, to keep in 
touch with the financial affairs of his 
client in some manner. 


Keeping In Touch With Client’s 
Affairs After Filing 


From time to time after the registra- 
tion statement is filed and shortly before 
the effective date, the accountant should 
confer with responsible, informed offi- 
clals of the registrant with a view to 
ascertaining whether, since the date of 
his certificate, there have been any im- 
portant developments in the affairs of 
the company which have a_ bearing 
either on the financial statements or on 
his certificate. He should also review 
the principal books of account and any 
statements of the company prepared 
for internal purposes. If developments 
indicate that the certificate should be 
revised or that the financial statements 
should be changed, the auditor should 
require that the registration statement 
be amended before the effective date. 

The primary purpose of the confer- 
ence with company officials and the re- 
view of statements is to determine, to 
the extent possible by these means, 
whether the over-all picture at the date 
of his certificate has changed materi- 
ally as a result of recent developments 
in the company’s business. Usually a 
conference at the company’s main office 
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should suffice for this purpose, and it 
should not be necessary to send staff ac- 
countants to every location visited in 
the audit. 

The following items may be consid- 
ered in such a post-filing conference ; 
however, the list is by no means all- 
inclusive : 

1. Receivables: Any important 
bad debts not adequately provided 
for? Any large accounts in dispute ? 

2. Inventories: Any significant 
recent changes in selling prices of 
finished goods? 

3. Income Taxes: Any revenue 
agents’ report? Any important as- 
sessments, penalties, or refunds? Any 
important recent decisions which 
might affect this company ? 

4. Litigation: Any important law- 
suits instituted or decided? Any 
newly discovered liabilities ? 

5. Sales: Any significant in- 
creases or decreases other than those 
due to seasonal fluctuations? Any 
large customers lost? Any material 
change in unfilled orders? Any un- 
usually large returns or allowances? 

6. Purchase or Contractual Com- 
mitments: Any material change? 

7. General: Any important losses 
such as those due to floods, fires, etc. 
—whether or not covered by insur- 
ance? Any developments in respect 
of renegotiation of government con- 
tracts? Any new legislation affecting 
the company or its subsidiaries? 


Matters discussed at such a confer- 
ence will vary with each engagement, 
and the accountant will have to use his 
imagination and his knowledge of the 
company in making his inquiry. The 
important thing to remember is: the 
accountant’s job is not finished until the 
registration becomes effective. 


The reader may observe a similarity 
between this article and part of Chap- 
ter 22 of Montgomery's Auditing 
(Seventh Edition, 1949). Since I pre- 
pared that chapter, the similarity is not 
a coincidence. L.H.R. 
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The Shoptalkers 


Conducted by Lewis Gtutck, C.P.A. 


Oldtimer: Got any human interest 
cases for us, Shoptalker? Or has the 
milk of human kindness turned sour? 

Shoptalker: I’m glad you asked that. 
I have a little honey. It is the Green 
case, from the Northern District of 
Texas, and the decision is so refresh- 
ingly informal. You just must read it 
in full. It’s quite short. It is the Cul- 
bertson case almost ad absurdum. Man 
took his daughters into partnership, 
although one was only fourteen at the 
time, and neither seems to have been 
fully aware of his intentions. Judge 
said he was unwilling to label Mr. 
Green, his daughters or his auditors as 
perjurers, and found for the taxpayer. 

Law: Better keep an eye open for 
the Commissioner’s appeal. 

Shoptalker: Anybody here belong to 
the Bankers Club? 

Kid: Why? 

Shoptalker: Because that plushy 
outfit just lost a case in the Court of 
Claims. Tried to prove its dues were 
not subject to the excise tax thereon. 
Almost eight pages in the decision, 
which is more interesting than impor- 
tant. List of periodicals in the reading 
room does not include The New York 
Certified Public Accountant. What is 
wrong with our circulation manager ? 
And the same day the Drug & Chem- 
ical Club of New York lost a similar 
case. 





Lewis Guuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the Fast. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns, We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 
sions. 
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But I like the case of Beasley from 
the middle district of Tennessee. Tax- 
payer got a jury trial of a family part- 
nership case and won. 

Law: I understand the Treasury is 
trying hard to get jury trials complete- 
ly prohibited in tax matters, not 
criminal. 

Oldtimer: Certainly! Juries are 
made up of taxpayers and it is psycho- 
logically impossible to get a complete- 
ly objective verdict. 

Law: Nevertheless, and despite the 
fact that our jury system is quite im- 
perfect, I am opposed to any iurther 
diminution of jury trials. 

Star: I concur. Not too long ago 
the Army started putting enlisted men 
on Courts Martial trying enlisted men. 
If all suits for refund were allowed to 
go to a jury, the taxpayer would get a 
much better break. 

Shoptalker: Don’t be too sure. I 
doubt if any jury could have arrived 
at a better decision than the courts did 
in the Bemberg case, and you always 
run the risk that a jury of small tax- 
payers... 

Kid: . or non-taxpayers. 

Shoptalker: Right! ... will take the 
“soak-the-rich” attitude so prevalent 
among the representatives they elect to 
Congress. 

Law: Perhaps you are correct. But 
I’ve got to be going now. Have a date 
with my better-half to help her take 
our two little exemptions to Herald 
Square to see Rudolph, the Red Nosed 


Reindeer! 
xk * Ox 


Correspondence 

Alfred Moser, C.P.A., of New York, 
comments on our November Shoptalk, 
as follows: 

May I comment on the case dis- 
cussed by you in your November col- 
umn dealing with the lawyer who, en- 
gaged to make a claim for tax refund, 
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The Shoptalkers 


missed the deadline of the statute and 
reimbursed his client for the loss so 
suffered by his, the lawyer’s negli- 
gence. It seems to me somewhat hasty 
to deny this as a deductible expense 
from the lawyer’s income, with the 
words “‘certainly shouldn’t be ordinary 
and definitely wasn’t necessary.” 
Fortunately, we have a classic rule 
as to what is an ordinary expense, in 
Judge Cardozo’s Supreme Court deci- 
sion, Hfclch v. Helvering: “Ordinary 
. does not mean that the payments 
must be habitual or normal in the 
sense that the same taxpayer will have 
to make them often. A lawsuit affect- 
ing the safety of a business may happen 
once in a lifetime. . The situation 
is unique in the life of the individual 
affected, but not in the life of the group, 
the community of which he is a part.” 
A physician, after thirty years of most 
careful practicing, may, after a busy 
day, misplace a decimal point on a 
prescription, or a similarly careful 
pharmacist may once in ten thousand 
cases misread the decimal point in a 
prescription, and either of them may 
thereby damage the patient’s health. 
Under the above cited rule, these cases 
are commonly looked on as ordinary 
business accidents ; they are covered by 
liability insurance in many cases, the 
premiums for which have never been 
questioned as to their deductibility. I 
can see no difference in the case of an 
attorney who (or whose clerk), over- 
looks the deadline for some action. In 
many countries, lawyers have taken out 
professional liability insurance for such 
incidents for many decades. 
As to “necessary”, of course it is not 


necessary that a lawyer become “guilty 
of laches.” But that is not the point. 
Whenever a person has a valid claim 
against a lawyer, or, for that matter, 
against any businessman, the payment 
of such claim is “necessary” as soon as 
either a court has decreed it, or the 
payor reasonably expects to lose if he 
allowed the suit to be brought into 
court. 

As to Philo’s remark that “pay- 
ments for damages are like fines, not 
deductible’, it seems that whenever 
such deduction has been disallowed, it 
was only in cases where the allowance 
of the deduction was “against public 
policy”, e. g., fines for violation of price 
regulations, or for crimes. Where 
breaches of contract were involved, 
(even deliberate ones), the only ques- 
tion brought before the courts was as 
to the year in which these damages 
were deductible. (Lane Construction 
Corp., Groves & Sons Co. v. U. S., 
Central Trust Co., Adm. v. Burnet.) 

Having thus taken care of the law- 
yer’s tax problem, (as many an ac- 
countant is called upon to do, the Bercu 
decision notwithstanding) it would 
seem that a more interesting problem 
arises with respect to his client’s tax- 
ability as to the amount received. 

If the client received a refund of in- 
come tax (or any other tax not deduc- 
tible for tax purposes), such a refund 
certainly is not subject to income tax. 
Does he have to report as income the 
amount received from his lawyer as 
damages in lieu of the income tax re- 
fund lost? I think he does not, under 
an interesting new aspect of the “tax 
benefit” rule. 
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To the Editor of The New York 
Certified Public Accountant: 


Of all the accountant’s reports that 
I have seen, the one that follows is the 
most unique: 


“To the Officers and Directors, 
Frontier Nursing Service, 
Lexington, Kentucky 


Gentlemen :— 


We have made a detailed examination of 
your records and accounts for the twelve 
months ended April 30, 1949, with the 
results as disclosed by the annexed Ex- 
hibits and Schedules. 


During the quarter century since your 
organization, vou have collected a total of 
$3,233,599.15 from the following sources: 


Contributions and income. .$2,707,177.30 


BRdGWiMONt o. osd65 s00de0e< 499,236.05 
BOELOWEG: é:cacviecccewcactes 27,185.80 
Total Receipts... ...:0.00..% $3,233,599.15 





For this you have accounted 

as follows: 
Invested in endowments... .$ 499,236.05 
Invested in Realty, Buildings 


and Equipment ......... 280,077.76 
Paid Operating Expenses.. 2,443,990.66 
ash sOnehand |. s-s:eios axe 10,294.68 





These impressive figures portray a scene 
more magnificent than any artist ever con- 
ceived. Its background is the wooded hills 
and verdant dales of Eastern Kentucky, 
interspersed with dogwood and laurel. Its 
impelling motif is the alleviation of the 
suffering of countless thousands thru the 
ministrations of the Frontier Nursing Serv- 
ice during a quarter of a century. It is 
lovely in and of itself, and inspirational in 
its spirit. It affirmatively answers the 


question propounded by Cain — “Am I my 

brother’s keeper?” 

Lexington, Kentucky 

May Twenty-one, 

Ninteen Forty-nine. 
Respectfully Submitted, 
HIFNER AND FoRTUNE 
Certified Public Accountants” 


This is not sent in a mood of criti- 
cism but in admiring wonder that, ina 
class of reporting that is usually com- 
pletely financial in character, the ac- 
countants accepted the urge to include 
poetic expressions of warmth and a 
lofty spirit. 

Yours very truly, 
A. S. FEDDE 


To the Editor of The New York 

Certified Public Accountant: 

In my article entitled, “Capital Ad- 
justments of Securities”, which ap- 
peared in the January, 1950, issue, 
there was a typographical error in the 
third paragraph of the subtitle Reor- 
ganizations, on page 29. 

The basis of the preferred stock 
should have been stated as $4800, in- 
stead of $4600, as printed. The alloca- 
ble basis of $5000 for the original stock 
would be reduced by $200, the “boot” 
received in excess of the recognized 
gain, as explained in the text of the 
second paragraph. 


Very truly yours, 
MAMIE JOAN FEINGOLD 
Editor’s Note: Sorry for the slip in 
proofreading. 
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her month-end wo rk promptly Because day after day as she posted every debit and 
stock | and accurately. Not only was every credit, this Underwood Sundstrand MODEL A 
0, in- Trial Balance obtained as Accounting Machine automatically balanced each 
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= al Adaptable to Your Business—Large or Small 
- ne Z Underwood Sundstrand Accounting Machines are 


now saving days and dollars for every kind of busi- 
ness. They’re used for Accounts Receivable, Accounts 
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Records...and many other applications. 
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Periscope view of a leading executive 


Dangers beneath the surface of inventory 
figures land him in treacherous waters. 

If inventory is too high, carrying costs 
and sinking prices can torpedo profits. If 
too low, orders may be lost. Balanced in- 
ventory is attainable with McBee Keysort. 

Keysort provides a General Manager 
with the complete facts essential to in- 
formed judgment ... tells him daily, at 
less cost than any other method... 

1, What is and is not being sold. 

2. What’s on hand ; how /ongit’s been there. 

3. What must be bought or made... when. 
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Up goes selling efficiency when Keysort 
helps coordinate orders and sales pressure 
with inventory. 

Down go production costs when Key- 
sort adjusts work-in-process, material pur- 
chases and manpower to current demand. 

Away go his insomnia, nerves and ex- 
haustion as simple, inexpensive, flexible 
McBee machines and methods put his 
management controls on an even keel. 

Ask the McBee man near you to tell you 
frankly whether or not McBee can help 
you. Or write us. 
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When notched, the pre-coded holes 
along the edges make this card me- 
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ca, The magic McBee Keysort card. 
oO 
O 





They mcke it 





- easy to collect a wealth of data... 


O 
- classify it... file it... find it... 
F use it... quickly and accurately. 
’ 








McBEE COMPANY 


Sole Manufacturer of Keysort, 
The Marginally Punched Card. 
295 Madison Ave., New York. Offices in 
principal cities. McBee Co., Ltd., 310 
Spadina Ave, Toronto 2B, Ont., Can, 
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When writing to advertisers kindly mention Tut New York Certiriep Pustic AccouNTANT. 
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